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INTRODUCTION 


Considerable uncertainty remains in the benefits community with 
respect to the impact of the Tax Reform Act of 1986 (TRA 1986) on 
tax-sheltered annuities (TSA’s). The term ‘‘tax-sheltered annuities’’ 
refers to annuity programs maintained by an eligible employer in 
compliance with the technical requirements of section 403(b) of the 
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Internal Revenue Code of 1986 (the Code). Some of the most far- 
reaching tax-sheltered annuity changes under TRA 1986, as supple- 
mented by the Technical and Miscellaneous Revenue Act of 1988 
(TAMRA), became applicable for the first time in 1989. Unfortunately, 
the IRS still has not released all the necessary guidance to determine 
whether plans comply with the new rules. Nevertheless, employers 
must operate in compliance with these new rules. 

This Article provides employers with a general overview of these 
rules. It is not intended as an in-depth examination of each issue under 
the new rules but, instead, as a reference to consult as issues arise. 

Because of the complexity of the topic, it is easiest to present the 
TSA information in a question-and-answer format. Similar questions 
are grouped into major topic headings. This information is primarily 
intended for educational organizations, private and public, that pur- 
chase TSA’s; thus, there are references to ‘‘professors’’ and ‘‘colleges 
or universities’’ throughout. The same rules apply, of course, to all 
qualified organizations exempt under section 501(c)(3) of the Code: 
hospitals, general charities, etc. Special rules applicable to certain other 
entities that are eligible to purchase TSA’s, such as churches, are 
generally omitted. 

As a general road map, the Questions and Answers first lay out some 
of the general ries applicable to TSA’s prior to the entry in force of 
the TRA 1986 ules in 1989. Certain miscellaneous rules applicable to 
TSA’s are then examined, including rules for salary-reduction TSA’s 
and potential applicability of the ten-percent excise tax under section 
4979 of the Code. Sections VIII and IX then go to the heart of the TRA 
1986 changes with respect to nondiscrimination, and Sections X and 
XI cover unfunded plans which may be substituted for TSA’s, and the 
place of TSA’s in cafeteria plans. 

With respect to the nondiscrimination rules, the reader should note 
there are two major groupings of employers affected by the new rules: 


1. Governmental employers maintaining governmental plans de- 
scribed in section 414(d) of the Code essentially have been ex- 
empted from the nondiscrimination rules until the first plan year 
beginning on or after January 1, 1993. These exemptions are 
contained in Proposed Regulations issued May 14, 1990, as cor- 
rected by Announcements 90-100 through 90-103 on September 4, 
1990, as supplemented by Proposed Regulations issued September 





1. Since the enactment of the Employee Retirement Income Security Act of 1974 
(ERISA), the tax-sheltered annuity rules also have been applicable to programs under 
which salary reductions are used to purchase mutual-fund stock, so long as the stock is 
held in a custodial account and the terms of the custodial account generally mirror the 
terms applicable to TSA’s. Section 403(b)(7). Unless otherwise noted, the references in 
this Article to TSA programs are equally applicable to mutual-fund investment programs 
qualified under Section 403(b)(7). 
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14, 1990, and as further amended November 30, 1990 (1990 
Regulations).? 

2. With respect to nongovernmental plans, Notice 89-23, released 
in February 1990, and extended indefinitely in November 1990 
pending further specific regulation, provides generally that the 
nondiscrimination requirements introduced by section 403(b)(12) 
of the Code are satisfied if an employer operates its 403(b) plan 
in accordance with ‘‘a reasonable, good faith interpretation.’’* The 
Notice sets forth transitional safe harbors for nondiscrimination 
compliance. The 1990 Regulations are effective for plan years 
commencing in 1992. Prior to that date, good-faith compliance 
with the relevant statutory language is required, which can be 
demonstrated by following the 1990 Regulations or by relying on 
pre-existing authority not inconsistent with TRA 1986 and its 
legislative history. Thus, there are multiple references to ‘‘good 
faith’’ to be sorted through for nongovernmental plans which do 
not meet the Notice 89-23 safe harbors. 


I. DETERMINING THE AMOUNT THAT CAN BE CONTRIBUTED ON A TAX- 
SHELTERED BASIS TO A TSA 


A. Are There Limits on the Amount that Can Be Contributed to a 
TSA? 


There are extremely complex limits. Moreover, the limits differ de- 
pending upon whether contributions to a TSA are funded through 
salary reductions (i.e., the employee reduces what would otherwise be 
his or her salary and the difference is contributed to a TSA), or the 
employer contributes additional amounts to a TSA. 

Later questions will discuss the consequences of TSA contributions 
that exceed the legal limits. In order to put that discussion in focus, it 
is necessary to first have a general sense of the limits. 

Understanding the TSA contribution rules is difficult because three 
sets of rules may apply. The reason for this is historical. Prior to the 
enactment of ERISA, one set of unique rules existed for TSA’s. These 
rules are found in section 403(b) of the Code and are sometimes referred 
to in this article as the ‘‘pre-ERISA rules.’’ 





2. The specific exemptions which ‘‘deem compliance’’ with the various nondiscrim- 
ination provisions discussed in Section VIII below are contained in proposed regulations 
§§ 1.401(a)(4)-13(b), 1.410(b)-2(b)(7), 1.401(a)(17)-1(d)(2) and 1.401(a)(26)-9(b)(1). 

3. LR.S. Notice 89-23 1989-1 C.B. 654. The Notice sets forth transitional safe harbors 
for nondiscrimination compliance. Notice 89-23 is discussed extensively in Section IX, 
infra. 
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ERISA enacted a second set of limits. ERISA introduced the concept 
that contributions to a tax-qualified defined-contribution plan* should 
be limited so that no employee would receive a contribution to his or 
her account greater than twenty-five percent of salary or $25,000 in a 
given year.® Because these rules were found in section 415 of the Code, 
they will sometimes be referred to in this article as the ‘‘section 415 
limits.’’ ERISA applied these section 415 limits to TSA’s in addition 
to the pre-ERISA rules that already applied. Complicating matters, 
ERISA provided that participants in a TSA could make certain special 
elections which would modify the application of these rules. 

TRA 1986 introduced a third set of rules. These new rules apply 
only to TSA plans which are funded by salary reductions. The TRA 
1986 rules basically limit salary-reduction contributions to $9500 a 
year, subject to a possible increase to $12,500 a year in certain circum- 
stances. 


B. How Did the Pre-ERISA Rules Work? 


Under the pre-ERISA rules, an employer could contribute an amount 
equal to twenty percent of an employee’s compensation each year. For 
example, if an employee earned $36,000 a year, each year the employer 
could contribute $7200 (twenty percent of $36,000) to a TSA on his or 
her behalf. To use the jargon of the Code, the contribution of $7200 


did not exceed that employee’s ‘‘exclusion allowance,’’ i.e., the amount 
that could be excluded from the employee’s income. 

Two factors complicated this rule. First, the compensation that is 
taken into account for measuring the exclusion allowance is only 
compensation shown as taxable income on an employee’s W-2. There- 
fore, while the employer could contribute an additional $7200 for the 
employee, the employee’s salary cannot be reduced by $7200. If the 
employee’s salary was reduced by $7200, his or her post-reduction 
salary would be only $28,800 (twenty percent of $28,800 is $5760). 
After working through the mathematics, the maximum salary reduction 
is only 16-2/3% of salary. For example, 16-2/3% of $36,000 is $6,000. 
If an employee reduces his or her salary by $6,000, the $6,000 contri- 
bution to the TSA is exactly twenty percent of $30,000. 

The second, and much more complex factor, exists because Congress 
wanted to enable employees to catch up on their TSA contributions if 
they put in less than the maximum amount in previous years. Therefore, 





4. A tax-qualified plan means a plan that meets the tax-qualification rules of section 
401(a) of the Code. A defined-contribution plan is a plan, like a profit-sharing plan, 
where employer contributions each year are allocated to specific accounts set up for each 
participant based on an allocation formula in the plan. What the participant receives 
upon termination of employment is his or her account balance, adjusted for earnings or 
losses, and increased to reflect any forfeitures allocated to his or her account. A 401(k) 
plan is a type of defined-contribution plan. 

5. The $25,000 limit has been increased over time and is now $30,000. 
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the actual contribution limit for a particular year is not just twenty 
percent of that year’s compensation; the exact amount that can be 
contributed must be calculated in three steps. The first step is to 
calculate twenty percent of that year’s compensation. Second, multiply 
that amount by the employee’s years of service with the employer. 
Third, subtract from the number obtained in the first two steps an 
amount equal to all prior ‘‘annuity contributions.’’ The remainder can 
be contributed. . 

Suppose an employee had worked ten years for an employer, had a 
salary of $36,000 in the tenth year, and had previously put $40,000 
into a TSA. How much could the employer contribute to a TSA 
assuming that the employer contribution is not being funded through 
salary reduction? A $32,000 TSA contribution was possible under the 
pre-ERISA rules. Twenty percent of $36,000 is $7,200. Multiplying this 
number by 10 equals $72,000. Subtracting the $40,000 contributed in 
prior years leaves room for a $32,000 contribution. 

The calculation becomes much more complex if the TSA contribution 
is funded through salary reduction because the amount multiplied by 
years of service is the employee’s salary after salary reduction. To 
return to the last example, suppose the employee wanted to make a 
$32,000 contribution by reducing his or her salary by $32,000. This 
would not be permissable. If a $32,000 contribution was made, the 
remaining salary would be $4,000. Twenty percent of $4,000 is $800. 
$800 multiplied by 10 is $8000. Since the employee has already con- 
tributed $40,000, there is no room for any contribution, much less a 
$32,000 conbribution. 

In cases where salary reduction is used to fund contributions to a 
’ TSA, algebraic computations may be necessary to compute the contri- 
bution correctly. In the above example the maximum contribution is 
$10,666.66.° 

This discussion somewhat oversimplifies the pre-ERISA rules, al- 
though it is an accurate overview. 


C. In Computing the Exclusion Allowance, Is It Only Necessary to 
Subtract Contributions to TSA’s In Prior Years, or Must Other 
Contributions Be Examined? 


The need to take public or private pension-plan benefits into account 
significantly complicates the administration of the pre-ERISA rules. The 
IRS takes the position that the exclusion allowance for TSA annuities 
has to be computed by taking into account contributions by the em- 
ployer to all tax-qualified retirement systems in prior years, not just 





6. This can be demonstrated to be the correct number. $36,000 minus $10,666.66 
equals $25,333.34. Twenty percent of $25,333.34 equals $5066.67. Ten times $5066.67 
equals $50,666.70. $50,666.70 minus $40,000 equals $10,666.70. 
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TSA annuities.” Moreover, not just contributions and benefits under an 
employer’s own plan must be taken into account. Participation in 
statewide-retirement plans (such as the California State Teachers Re- 
tirement System (STRS) or the California Public Employees Retirement 
System (PERS)) is also counted. For example, in California, if a school 
employee is covered either by STRS or PERS, the value of employer 
contributions to these two systems in prior years is taken into account 
in computing the maximum contribution to a TSA. This can signifi- 
cantly limit the allowable contribution for a TSA. 

While a complete description of the way in which pension-plan 
benefits (such as STRS or PERS contributions) must be counted is quite 
complex, two important points should be made. First, in the case of 
public pension plans, whether or not the employee’s own contribution 
is counted depends on whether the contribution is ‘‘picked up’’ by the 
public employer. If the employee’s contribution is paid with after-tax 
dollars, the contribution is not counted. If the employee’s contribution 
is ‘‘picked up’’ as a salary reduction, the contribution is counted. 

The second, and more confusing point, is that calculating the value 
of pension-plan benefits is more difficult than just looking at the dollar 
amount paid each year by the employer. Instead, the section 403(b) 
regulations require computing the value of the annuity being funded 
for the employee. The regulations then require calculation of the annual 
contribution, which, if put in at the same rate each year, would build 
up to that annuity amount when an employee retires. Depending on 
the actual facts, this theoretical contribution may be more or less than 
the actual amount contributed for an employee. It is this theoretical 
annual contribution which is used in computing the extent to which 
public or private pension-plan benefit contributions reduce the maxi- 
mum TSA contribution. 


D. How Do the Section 415 Limits Work? 


As noted earlier, the section 415 limits apply in addition to the pre- 
ERISA rules. The section 415 limits currently provide that the contri- 
bution to a TSA cannot be more than twenty-five percent of an em- 
ployee’s W-2 income or, if less, $30,000. 

In a situation where the maximum TSA contribution is being made 
each year, the section 415 limits do not present much of a problem. 
The pre-ERISA limit is twenty percent of compensation. The section 
415 limit is twenty-five percent of compensation. The problem arises 
when an employee wants to make a large TSA contribution to make 
up for prior years in which less than the TSA maximum was taken. 
While this is permissible under the pre-ERISA rules, the section 415 
limits have no similar exemption for makeup contributions. 





7. ILR.S. Rev. RULING 79-221, 1979-2 C.B. 188. The IRS also states that contributions 
to section 457 plans must be counted. See section X(D) infra. 
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In order to somewhat blunt the impact of the section 415 rules, 
section 415 has three special rules that can be elected by an employee. 
If an election is made, the special rules completely replace the other 
rules: that is, instead of the maximum contribution being the lesser of 
the pre-ERISA limits or the section 415 limits, the special rules apply. 
Once an election is made, it is irrevocable and no other election can 
be made. 

One of the rules is easy to describe: an employee can elect to be 
governed by the section 415 limits, and not by the pre-ERISA rules. 
So long as the employer does not maintain any tax-qualified ‘‘defined 
contribution plans’’ for the employee, an employee never can be worse 
off by making this election (although he or she might have been better 
off if he or she had elected to be governed by another of the special 
rules). 

Another of the special elections can be made only in the year a 
participant terminates employment. To a limited extent, this second 
election allows the participant to ignore the section 415 limits and 
compute the maximum contribution under the pre-ERISA rules. 

Under the third election the maximum contribution for a participant 
is the lesser of: (1) the amount determined under the pre-ERISA rules 
or (2) the section 415 limits with modifications. The modifications 
basically provide that the section 415 limit is $4000 higher than it 


would be absent the special election (but may not exceed $15,000). 

Once again, we have only attempted to summarize the highlights of 
the rules. The interaction of the section 415 limits and the pre-ERISA 
limits is quite complicated. 


E. If Contributions Exceed the Pre-ERISA or Section 415 Limits, How 
Are They Taxed? 


To the extent contributions exceed the pre-ERISA or section 415 
limits, the excess is immediately included in the employee's income. 
There does not appear, however, to be double taxation. When the 
employee eventually begins to receive distributions from the TSA, a 
portion of the distribution will be treated as attributable to the previ- 
ously-taxed amounts. The employee will not be taxed on his or her 
entire distribution from the TSA, but only on the amount in excess of 
the previously-taxed amount. 

Complicated rules determine what portion of each distribution is 
attributable to the previously-taxed contribution. In general, however, 
nontaxable amounts are recovered proportionately over the life of the 
annuitant. 


F. What New Contribution Limits Did the Tax Reform Act of 1986 
Impose? 


As noted earlier, the TRA 1986 contribution-limit changes apply only 
to salary reductions. The general rule is that salary reductions can 
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never exceed $9500. To the extent that more than $9500 is contributed, 
extremely unfavorable tax consequences arise. The amount in excess of 
$9500 is treated as taxable income. To make matters worse, when 
amounts are distributed from the annuity contract, they are fully taxable, 
i.e., the employee is given no credit for the contributions which were 
previously included in income. 

In the case of ‘‘qualified organizations,’’ there is a complicated 
formula under which the $9500 limit may be increased to $12,500 for 
employees who have worked more than fifteen years. A qualified 
organization is any educational organization, hospital, home-health- 
service agency, health- and welfare-service organization, church, or 
convention of churches. Basically, the qualified organization computes 
the amount by which prior TSA contributions for the employee have 
been less than $5000 a year on average. The amount of the shortfall 
can be used to increase the $9500 limit to $12,500. The statute provides, 
however, that any prior shortfall can be utilized only to the extent it 
does not exceed $15,000. 

TRA 1986 contains various rules by which the unfavorable conse- 
quences of contributions over $9500 (or $12,500) can be blunted if the 
excess contributions are distributed by the following April 15. 

It is very important to note that an employee is taxed twice on 
contributions over the $9500 (or $12,500) limit. First, the excess is 
included in income. Second, under a special statutory provision, the 
employee is taxed again on the excess when it is distributed. This is « 
worse result than the rule for contributions that exceed the pre-ERISA 
and section 415 limits. In the case of the other two limits, the excess 
is not taxed again on distribution. 

Finally, it should be noted that TAMRA amended the rules governing 
TSA’s to provide that the plan documents governing salary reductions 
must specifically provide that the maximum salary reductions cannot 
exceed the $9500/$12,500 limit. This TAMRA rule was generally effec- 
tive for plan years beginning after 1987, although the effective date 
was postponed up to one year in the case of certain TSA programs 
maintained pursuant to collective-bargaining agreements. The penalty 
for noncompliance is that no contributions are excludable, even if they 
are within the contribution limits. It is not clear where these limits 
should be placed in the case of an employer that allows salary reduc- 
tions, but does not have a formal plan document. 


G. When Are the Tax Reform Act of 1986 Contribution Limits 
Effective? 


The new rules became applicable January 1, 1987. There was an 
exception if the TSA plan was maintained pursuant to a collective- 
bargaining agreement ratified before March 2, 1989. In such a case, the 
effective date was postponed until the earlier of January 1, 1989, or 
the calendar year following the expiration of the collective-bargaining 
agreement. 
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While many TSA salary-reduction plans apply to employees covered 
by a collective-bargaining agreement, this does not necessarily mean 
the plan was ‘‘maintained’’ pursuant to a collective-bargaining agree- 
ment. For example, collective-bargaining agreements often make no 
reference to the salary-reduction TSA programs maintained by an em- 
ployer. The applicability of this delayed effective rule should be care- 
fully investigated before an employer attempts to invoke it. 


II. UNDER PRE-1989 LAW WHAT May HAPPEN TO AN EMPLOYER IF 
EMPLOYEES CONTRIBUTE MORE THAN THE LEGAL LIMIT? 


A. What Happens if More Is Contributed to a TSA Than Is 
Permissible on Behalf of an Employee? 


Under pre-1989 law, the chief exposure with respect to excess TSA 
contributions appears to be in the area of withholding taxes. Specifi- 
cally, employers compute their federal- and state-income-tax-withhold- 
ing obligations on the assumption that all contributions to a TSA are 
excludable from taxable income. To the extent that they are not, the 
employer will have failed to withhold enough income tax. To the extent 
there are other liabilities of the employer, based on the amount of an 
employee’s ‘‘wages,’’ an employer may be out of compliance to the 
extent the word ‘‘wages’’ means an employee’s taxable income. The 
employee’s taxable income will be more than the employer thinks, 
because part of the TSA contribution is not excludable. We are unaware 
of any IRS announcements stating that an employer is relieved of its 
obligations to the extent contributions exceed applicable limits just 
because it reasonably believes that the amount contributed to a TSA 
annuity was not in excess of the legal limit. 


B. To What Extent Can the Employer Reduce Its Exposure for Excess 
Contributions by Providing for Indemnities by the Employee or the 
Insurance Agent Selling the TSA? 


As between the employer and the employee (or insurance agent), 
such an arrangement appears completely legal and enforceable. On the 
other hand, these arrangements will not stop the IRS from proceeding 
against the employer. 


C. How Often Does the IRS Proceed Against Employers for Failure 
to Withhold Income Taxes Properly? 


We are unaware of any IRS proceedings against employers based on 
improper collection of income-tax withholding. On the other hand, the 
TRA 1986 rules in this area are brand new. Unlike the pre-ERISA rules 
and the section 415 limits, the new rules impose bright-line limits on 
maximum contributions. Also, the current W-2 requires separate listing 
of salary deferral 403(b) amounts. The existence of these limits and 
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new reporting rules may encourage IRS enforcement efforts, at least in 
cases where an employee has gone over the $9500 limit. 


III. NEw DISTRIBUTION RULES 


What Changes Did the Tax Reform Act of 1986 and Technical and 
Miscellaneous Revenue Act of 1988 Make with Regard to the Date by 
Which Distributions Must Commence From a TSA? 


Prior to TRA 1986, no specific rules governed the date by which 
distributions had to begin from a TSA. TRA 1986 amended the rules 
regarding TSA’s by providing that, beginning in 1987, an annuity 
contract could not qualify as a TSA unless distributions from the 
contract began at a time no later than that required by section 401(a)(9) 
of the Code. This section, which originally applied only to tax-qualified 
plans, provides that distributions must begin no later than certain 
specified times and, once distributions are begun, they must continue 
at no less than certain minimum rates. 

The new rules apply only to benefits which accrue under TSA’s after 
1986; therefore, if the necessary records are kept, the new distribution 
rules apply only to amounts in a TSA to the extent they exceed the 
December 31, 1986 value of the TSA. 

The actual operation of the section 401(a)(9) rules is very complicated. 
This answer attempts only to give a broad outline of section 401(a)(9). 
In specific cases involving the application of section 401(a)(9), the 
actual language of the statute and the accompanying regulations must 
be examined. 

In a broad sense, section 401(a)(9) has two components. The first 
component states the latest date by which distributions to an employee 
from an annuity contract must begin, and the minimum rate at which 
such distributions must be made (the ‘‘pre-death distribution rules’’). 
The second component deals with these same issues of minimum 
distributions and rates in the case of an employee who dies before 
distribution is required to commence under the pre-death distribution 
rules. The second component of section 401(a)(9) is referred to as the 
*‘post-death distribution rules.”’ 

As originally enacted, the pre-death distribution rules operated dif- 
ferently, depending upon whether or not a participant attained age 70- 
1/2 before 1988. In the case of an employee who reached age 70-1/2 
before 1988, the pre-death distribution rules require that distributions 
commence no later than the April 1 following the year in which the 
employee has both attained age 70-1/2 and retired. Because the new 
law was first effective in 1987, however, the law provides that, in no 
event will an employee be treated as having attained age 70-1/2 and 
retired before 1987. 

An employee’s minimum distribution on the April 1 following the 
year in which he or she has both attained age 70-1/2 and retired is 
based on his or her account balance on December 31 of the year before 
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the year in which the employee had both attained age 70-1/2 and 
retired. Subsequent distributions must be made by December 31 of each 
year (including the year in which distributions began). These subse- 
quent distributions are based on the employee’s balance under the 
annuity contract as of the preceding December 31. 

The amount of the minimum distribution on April 1 and the following 
December 31 is based on the employee’s life expectancy or the life 
expectancy of the employee and his or her ‘‘designated beneficiary.”’ 

An example will help illustrate the rules discussed in the last two 
paragraphs. Suppose an employee attained age 70-1/2 and retired in 
1987. Under IRS tables, the employee’s life expectancy would be sixteen 
years (life expectancy is calculated as of the year in which the employee 
attained age 70-1/2). Under the pre-death distribution rules, the em- 
ployee must be paid one-sixteenth of his or her December 31, 1986 
account balance under the annuity contract by April 1, 1988; 1/15th of 
his or her December 31, 1987 balance by December 31, 1988; 1/14th of 
his or her December 31, 1988 balance by December 31, 1989, etc. 
Notice, however, that as a practical matter, the first distribution is 
required by December 31, 1988. This is because the new distribution 
rules apply only to benefits accrued after December 31, 1986. Therefore, 
none of the employee’s December 31, 1986 balance is subject to the 
new distribution rules, and the distribution required on April 1, 1988 
is O (1/16 of 0). 

There are different methods for calculating the employee’s life ex- 
pectancy and, if the employee has designated a beneficiary, the life 
expectancy of an employee and his or her beneficiary. For example, if 
the employee designated his or her spouse as the beneficiary under the 
annuity contract, IRS tables provide a combined life expectancy of 20.6 
years could be used for determining the minimum distribution, if the 
spouse were the same age as the employee. Accordingly, the initial 
distribution for April 1, 1988 would be the December 31, 1986 balance 
divided by 20.6, the December 31, 1988 distribution would be the 
December 31, 1987 balance divided by 19.6, etc. 

As originally enacted by TRA 1986, the minimum distribution rules 
differed significantly for an employee who attained age 70-1/2 in 1988 
or later. In this case, distributions had to begin by the April 1 after the 
employee turned 70-1/2, whether or not the employee was then retired. 

TRA 1986 made this new distribution rule first effective in 1989. In 
1989, the IRS issued guidance providing that, for the purpose of this 
new rule, if an employee turned age 70-1/2 in 1988 or 1989, a distri- 
bution had to be made no later than April 1, 1990, based on his or her 
December 31, 1988 balance and his or her life expectancy (or the life 
expectancy of the employee and a designated beneficiary) based on the 
age of the participant (and, if applicable, the designated beneficiary) 
in 1989. 

As a result of intense lobbying by state and local governments, 
TAMRA modified the pre-death distribution rules in the case of gov- 
ernmental plans. The modification provided that the pre-1989 rules 
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would apply to such plans. In other words, in no case would distri- 
butions have to begin before the April 1 following the calendar year in 
which the employee retired, even if the employee elected to delay his 
or her retirement past the age of 70-1/2. 

The post-death distribution rules apply to employees who die prior 
to the time that distribution is required under the pre-death distribution 
rules. In general, these rules provide that the entire balance of the 
annuity contract must be distributed by the end of fifth calendar year 
following the employee’s death or, alternatively, be paid in the form 
of a lifetime annuity to the employee’s designated beneficiary. If pay- 
ment is to be made in the form of a lifetime annuity, distribution must 
begin no later than the end of the first calendar year beginning after 
the employee’s death (there is an exception to this rule if the employee’s 
designated beneficiary is his or her spouse). 

As this short summary makes clear, the section 401(a)(9) rules are 
quite complex. It is therefore important to focus on the fact that the 
consequences of violation of the section 401(a)(9) rules appear to apply 
on a contract-by-contract basis. It would further appear that the primary 
responsibility for compliance with these rules rests with the insurance 
company issuing the annuity contract. 


IV. New RULES APPLICABLE IN 1989 


A. What Are the Changes With Respect to TSA’s That Became 
Effective in 1989? 


The following changes became effective in 1989: 


1. Restrictions on distributions from a TSA before age 59-1/2.® 

2. Requirement that all employees be able to participate in salary- 
reduction arrangements.° 

3. Ten-percent excise tax on certain excess after-tax and matching 
contributions to a TSA.*° 

4. New nondiscrimination rules for non-salary reduction TSA’s."* 

Each of these rules will be discussed below. 


B. What Is the Effective Date of the 1989 Changes? 


The new limits on distributions apply to ‘‘taxable years’’ beginning 
after December 31, 1988. If this means the taxable year of the employee, 
the new rules are effective January 1, 1939. If the reference is to the 
taxable year of the employer, the new rules could be effective later 





8. See infra Section V. 
9. See infra VI. 
10. See infra Section VI. 
11. See infra Section IV(B) and Section VIII. 
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(when the employer’s 1989 fiscal year began). We think this rule 
probably became effective January 1, 1989. 

With respect to the ten-percent excise tax, the statute applies to ‘‘plan 
years’ beginning after 1988. This effective date can be further delayed 
if a collective-bargaining agreement which referred to the TSA program 
existed on March 1, 1986. In that case, the effective date can be 
extended until the first plan year beginning after the expiration of the 
collective-bargaining agreement (except that, in any case, the new laws 
will be effective for plan years beginning in 1991 and later). 

Finally, the new nondiscrimination rules and the rule requiring 
broad eligibility for salary reduction TSA’s have yet another effective 
date. They apply to ‘‘years’’ beginning after December 31, 1988. In 
IRS Notice 89-23, the IRS indicated that these nondiscrimination rules 
apply on a plan-year basis. 

Notice 89-23 also discussed determination of the plan year for a 
TSA. First, if the plan document specifies a plan year, that will be 
treated as the plan year. For this purpose, the annuity contract itself 
can act as the plan document. If no plan year is specified in the 
document, the plan year is the calendar year unless the employer 
designated before the end of 1989 that the employer’s fiscal year 
should be treated as the plan year. 

For the purpose of the nondiscrimination rules, it is sometimes 
necessary to aggregate all of an employer’s plans. If the plans have 
different plan years, then Notice 89-23 provides that the calendar year 
in which the plan years end will be the plan year for the purpose of 
the discrimination rules, unless the employer elected before the end 
of 1989 to make the plan year for all the plans either the employer’s 
fiscal year or the plan year specified in one of the plan documents. 

The 1990 Regulations provide that governmental plans described in 
section 414(d) are deemed to be in compliance with sections 410(b), 
401(a)(4), 401(a)(17) and 401(a)(26) for plan years commencing prior 
to January 1, 1993. The effect of this delayed effective date on testing 
of TSA’s involving after-tax contributions or matching contributions, 
which would be subject to 401(m) of the Code, is not clear.*? 


V. NEW RESTRICTIONS ON DISTRIBUTIONS 


What Are the New Restrictions Applicable in 1989 on Distributions 
Made Before Age 59-1/2? 


Starting in 1989, an annuity contract will no longer be considered 
a TSA unless it contains new restrictions on distributions before age 
59-1/2 for TSA contributions made under salary-reduction agreements. 
This conforms annuities to the rules for custodial accounts in effect 





12. See infra Sections VIII (A) and (E). 
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prior to TRA 1986. The new rules do not apply to contributions to a 
TSA contract not made through a salary-reduction agreement. 

Under the new rules, distribution can occur only under three cir- 
cumstances: (1) the employee attains age 59-1/2 years old; (2) the 
employee is separated from the service; or (3) the employee incurs a 
hardship. Furthermore, in the case of hardship distributions, only 
contributions can be distributed, not income on the contributions. 

The new distribution limits do not apply to the entire balance of 
the TSA contract. As amended by TAMRA, the new distribution rules 
apply only to the portion of the TSA attributable to contributions after 
1988. In other words, both the December 31, 1988 account balance 
and earnings thereon are not subject to the new limitations. 


VI. New TSA PARTICIPATION RULES For SALARY-REDUCTION TSA’S 


A. What Categories of Employees Must Be Allowed to Participate 
in a Salary-Reduction TSA Program Starting in 1989? 


Starting in 1989, if any employee can make a salary-reduction TSA 
election, all employees must have the right to elect that salary- 
reduction contributions be made to a TSA on their behalf. A minimum 
annual $200 contribution may be required by the employer. 


B. What Is a Salary Reduction for the Purpose of This New Rule? 


A contribution to a TSA is not a salary reduction if it is made 
pursuant to a one-time irrevocable election made by the employee at 
the time of initial eligibility to participate in the plan. For this 
purpose, an election is not considered irrevocable if the employee has 
the right to specify after the initial election whether the contribution 
is made on a before-tax or after-tax basis. 


C. What Categories of Employees Can Be Excluded for the seas 
of the New Required-Participation Rule? 


There are certain limited exceptions to the rule that all employees 
must be eligible to participate. Since these exceptions also generally 
apply to the testing for the nondiscrimination rules described below, 
this answer will list all the various categories of excludable employees 
that exist for testing under the new TSA rules. The exclusions are 
found both in the statute and Notice 89-23, which considerably ex- 
pands the statutory categories. It should be noted that (although the 
statute is silent), Notice 89-23 states that each of these exclusions is 
lost with respect to a class of employees if an employee in that class 
who could be excluded under a particular exclusion is nevertheless 
eligible to participate. 








1991] TAX-SHELTERED ANNUITIES 


1. Participation in Other Plans 


The first set of exceptions applies only for the purpose of testing 
the new employee-participation rules. One exception is for employees 
eligible to participate in certain other deferred-compensation plans. 
Employees who participate in a deferred-compensation plan described 
in section 457 may be excluded, employees who are eligible to par- 
ticipate in a 401(k) plan can be excluded, and employees who are 
eligible to participate in another annuity contract can be excluded. 


2. Employees Excludable Because of Their Status 


The statute then lists certain types of employees who may be 
excluded because of their status. Nonresident aliens can be excluded 
if they receive no income which is treated under the tax laws as 
income from sources within the United States. Employees who are 
students who are enrolled and regularly attending classes may be 
excluded. Finally, employees who work less than twenty hours a week 
may be excluded. These last two exceptions apply only if no employee 
within the excludable category is allowed to participate in the TSA 
program. Again, even though the statutory language does not contain 
a limitation, Notice 89-23 also provides that the exception for non- 
resident aliens applies only if no non-resident alien is eligible to 
participate. 


3. Nonstatutory Excludable Employees 


Notice 89-23 lists three other categories of excludable employees. 
One category is employees who make a one-time election to participate 
in a governmental plan in lieu of participation in a TSA. Another 
category is professors providing services on a temporary basis to 
another educational institution and receiving contributions to a tax- 
favored plan maintained by the temporary employer. This second 
exception applies only if the temporary employer is making contri- 
butions at a rate not greater than the rate paid by the original employer 
and, in any event, is good only for one year. (This second exception 
only appears relevant in the case of the nondiscrimination rules, which 
will be discussed infra at Section VIII.) The third category is employ- 
ees affiliated with a religious order who have taken a vow of poverty 
and for whom the religious order provides retirement benefits. Again, 
all three exceptions do not apply if any employees in the excludable 
category are eligible to participate in the TSA plan. 


4. Collective Bargaining 


Notice 89-23 further provides that employees covered by collective- 
bargaining agreements (where retirement benefits were the subject of 
good faith bargaining) may be excluded in applying the nondiscrim- 
ination rules to employees whose benefits were not subject to collec- 
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tive bargaining. Similarly, the application of the nondiscrimination 
tules to employees whose benefits were the subject of collective 
bargaining may be measured by excluding employees whose benefits 
were not the subject of collective bargaining. Again, this particular 
exclusion seems relevant only to the testing under the new nondis- 
crimination rules which will be described below.** 


5. Governmental Employers 


A special set of exceptions applies to governmental employers. 
Employees may be excluded if they were initially employed for the 
principal purpose of relieving unemployment, and are not part of the 
employer’s regular work force. Inmates and patients of prisons, hos- 
pitals, homes and other institutions, who perform services therein, 
may be excluded. Finally, individuals performing services on a tem- 
porary basis because of fire, storm, snow, earthquake, or similar 
emergency may be excluded. 


6. Contributions Less than $200 


Notice 89-23 also allows an employee to be excluded if the employer 
provides for a maximum deferral percentage and the employee, if he 
or she deferred at the maximum, would not be able to defer $200 or 
more. As before, this exception does not apply if an excludable 
employee is nevertheless allowed to participate. 


7. Minimum Age and Service Conditions 


A final category of excludable employees—employees who do not 
satisfy minimum-age and service conditions set forth in the plan— 
pertains only to the nondiscrimination rules, and will be discussed 
infra at Section VIII (C). 


D. How Is the Employer Determined for Purposes of the New 
Participation Rules? 


Determining the appropriate entity to which the new TSA rules 
apply presents a complex issue. Both private- and public-sector col- 
leges and universities are organized in a variety of different formats. 
In many cases, it is not easy to determine the appropriate unit to 
which the new rules should be applied. 

With regard to the new participation rule, the statute refers to the 
“‘organization’’ as the unit to which the new rule applies. Notice 89-23 
elaborates on this concept by providing that, if a common-law employer 
has historically treated its various geographically distinct units as sep- 
arate for employee-benefits purposes, then each unit may be considered 





13. See infra Section VII. 
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a separate organization for the purpose of the participation rule, so long 
as each unit operates independently on a day-to-day basis. Further, units 
located within the same Standard Metropolitan Statistical Area are not 
generally considered geographically distinct. 

Under the Notice a much more complex set of rules governs the 
determination of the employer for nondiscrimination purposes. These 
rules are discussed infra at Section IX (6). 


VII. TEN-PERCENT ExcisE Tax (CopDE SECTION 4979) 


A. How Does the New Ten-Percent Excise Tax Apply? 


A provision of TRA 1986 that aroused much initial concern among 
employers was the amendment of the Code that imposed a ten-percent 
excise tax on employers with respect to certain excess contributions to 
TSA programs. What heightened concern is that many employers do 
not directly monitor compliance with the TSA contribution limit. In- 
stead, the insurance agents who sell the TSA policies to employees are 
responsible for assuring that contracts comply with the limits. 

As currently written, the ten-percent excise tax appears to have a 
limited application. Unfortunately, a lengthy explanation is necessary 
to clarify how the tax works. The next four questions will provide that 
explanation. 

Understanding the application of the ten-percent excise tax requires 
us to focus on the actual language of section 4979, the Code section 
that imposes the tax. Section 4979 provides that, for purposes of the 
ten-percent excise tax, all TSA’s will be considered subject to the special 
rules of section 401(m) of the Code. To the extent a TSA fails to comply 
with section 401(m), a ten-percent excise tax will be imposed on the 
employer. 


B. What Are the Rules of Section 401(m)? 


Like so many Code sections that cause problems for TSA’s, section 
401(m) was originally drafted to deal with regular tax-qualified plans, 
not TSA’s. It has, however, been extended to TSA’s. 

Section 401(m) arose because many profit-sharing plans maintained 
by private-sector employers had two features that concerned Congress. 
First, many of these plans allowed employees to make after-tax contri- 
butions. While such contributions did not reduce employee income, the 
earnings on these contributions could accumulate tax-free. This made 
after-tax contributions desirable for those employees who could afford 
them. What bothered Congress was that after-tax contributions were 
primarily made by high-income employees. Congress wanted limits on 
the amount of after-tax contributions that could be put in by highly- 
paid employees. 

The second cause for concern was the so-called ‘‘savings plan’’ or 
‘thrift plan.’’ Under this type of plan, the employer’s contribution is a 
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percentage of the employee’s contribution. For example, the employer 
might match fifty percent of whatever the employee contributed. Because 
the employees who were best able to contribute funds were again the 
employees with large incomes, Congress became concerned that such 
savings plans discriminated too much in favor of well-paid employees. 
Section 401(m) was enacted as part of TRA 1986 to deal with these 
problems. 

Section 401(m) provides that a plan will be disqualified if after-tax 
contributions or matching contributions on behalf of highly compensated 
employees (HCE’s) participating in a plan exceed by too great a per- 
centage the after-tax contributions and matching contributions made by 
nonhighly compensated employees (NHCE’s). While the actual calcula- 
tion of the limits is complex, the generally applicable rule is a two 
times/2% test. The average after-tax employee contribution and matching 
contribution (expressed as a percentage of wages) for HCE’s can be two 
times the percentage for NHCE’s, but not more than 2% higher. For 
example, if NHCE’s put in after-tax contributions and are allocated 
matching contributions that average 1-1/2% of compensation, HCE’s can 
average 3% of compensation (the two times test). On the other hand, if 
NHCE’s average 2-1/2% of compensation, the HCE limit is 4-1/2% (the 
HCE percentage cannot exceed the NHCE percentage by more than 2%). 

Defining which employees are HCE’s requires a complex analysis. In 
most cases, the test will distinguish between employees earning more 
than $60,535 a year (HCE’s), and those earning less than that amount. 
The $60,535 figure is the 1991 dollar amount. That figure will rise in 
future years based on changes in the Consumer Price Index. If more 
than twenty percent of the employer’s employees earn more than $60,535, 
different rules apply. In such a case, the HCE’s consist only of the top 
twenty percent of the employees by pay, unless the employee earns 
more than $90,803. Beginning in 1991, all employees earning more than 
$90,803 are considered to be HCE’s (the $90,803 figure will be adjusted 
to reflect changes in the cost of living). 

Section 401(m) restricts only after-tax and matching contributions for 
HCE’s. It does not limit the amount of after-tax contributions and 
matching contributions on behalf of NHCE’s. 

Failure to comply with the limits of section 401(m) for a plan year 
does not automatically disqualify the plan. So long as the ‘‘excess 
aggregate contributions’’ (the amount of after-tax and matching contri- 
butions made to a plan in excess of the 401(m) limits for highly 
compensated employees) are distributed by the end of the following 
plan year, the plan is not disqualified. It is also necessary to distribute 
attributable earnings at the same time. 


C. How Does the Ten-Percent Excise Tax Apply to Violations of 
Section 401(m)? 


Having discussed section 401(m), it is now possible to explain the 
application of the ten-percent excise tax imposed by section 4979. In 
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the case of a TSA, the ten-percent excise tax applies to the extent that 
(1) there are excess aggregate contributions to a TSA for a plan year; 
and (2) these excess aggregate contributions are not distributed within 
two-and-a-half months after the end of the plan year. 

The dollar impact of the new ten-percent excise tax, therefore, is 
probably quite limited. First, the tax applies only to after-tax employee 
contributions and matching employer contributions with respect to highly- 
compensated employees. Second, it applies only to the extent these 
contributions exceed similar contributions by low-paid employees. Third, 
the tax is only ten percent of the excess. 


D. The Only Type of TSA Maintained by Us Is a Salary-Reduction 
Arrangement. Do We Have to Worry About the Ten-Percent Excise 
Tax, Since We Have No After-Tax or Matching Contributions? 


It is possible the ten-percent excise tax will apply even to TSA’s 
maintained on a salary-reduction arrangment. To the extent that contri- 
butions to a TSA exceed the pre-ERISA limits or the section 415 limits, 
the Code recharacterizes these contributions as after-tax contributions. 
As noted above, once an employee begins receiving distributions from 
a TSA, the employee will not have to pay tax on the full amount of the 
distribution. To the extent the distribution is attributable to recharacter- 
ized employee contributions, the contributions are thus treated as if 
originally made on an after-tax basis. 

In light of this recharacterization, the IRS might take the position that 
contributions to a TSA must be taken into account under section 401(m) 
to the extent that they are treated as after-tax contributions because they 
have violated the pre-1974 and section 415 limits. To the extent that an 
employer violates section 401(m), there could be a ten-percent excise 
tax. 
While the magnitude of the excise tax would appear to be small, 
many employers will have no way to know whether they even have a 
problem. Employers who do not monitor the compliance of contributions 
to a TSA with the pre-ERISA and section 415 limits will obviously have 
no way to know which contributions are recharacterized as after-tax 
contributions. 

It is possible that the IRS will eventually be persuaded that the ten- 
percent excise tax never should be applicable so long as the contributions 
in question were originally intended as salary-reduction contributions. 
At the present time, however, there is no indication that the IRS is 
considering this position. 


E. How Will the New Ten-Percent Excise Tax Apply to a TSA Plan 
Other Than a Salary Reduction Plan? 


It is possible, of course, for an employer to maintain a TSA program 
other than one funded solely by salary reductions. In such a case, the 
new ten-percent excise tax may also apply. 
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For example, although it is not common, nothing forbids an em- 
ployer from allowing employees to make after-tax (instead of salary- 
reduction) contributions to a TSA. In this case, all after-tax contri- 
butions must be monitored under section 401(m). 

In addition, some employers have matching features as part of their 
TSA programs. The employee contributes to the TSA program through 
salary reductions. The employer then makes a matching contribution 
based on a percentage of the employee’s salary reduction. In this case, 
the matching contribution must be monitored under section 401(m). 

It is even possible that section 401(m) will apply where the employer 
simply makes an employer contribution to a TSA program on behalf 
of all employees. For example, suppose an employer contributes five 
percent of pay to a TSA program for a particular class of employees. 
On the surface, it might appear that section 401(m) would have no 
application, since neither after-tax employee contributions nor match- 
ing contributions are involved. To the extent that the five percent 
contribution by the employer violates the exclusion limits under the 
pre-ERISA rules or the section 415 limits, however, the contributions 
will be recharacterized again as an after-tax contribution, i.e., includ- 
able in the employee’s income. To the extent it is recharacterized as 
an after-tax contribution, there would again appear to be a potential 
application of section 401(m). 


Although the ten-percent excise tax of section 4979 might apply in 
some of the cases described in this Question, this is the least of the 
employer’s problems. As noted below, in the case of a non-salary 
reduction TSA," failure to distribute to the employee all excess ag- 
gregate contributions by the end of the following plan year will 
entirely disqualify the employer’s TSA program. Thus, monitoring 
compliance with section 401(m) is crucial. 


VIII. NONDISCRIMINATION RULES FOR PLANS NOT MAINTAINED PUKSUANT 
TO A SALARY REDUCTION AGREEMENT 


A. What Are the New Nondiscrimination Rules? 


Five sets of new nondiscrimination rules apply to non-salary-reduc- 
tion TSA’s beginning in 1989. These rules are all imposed upon TSA’s 
by section 403(b)(12)(A)(i) of the Code. In a general sense, they may 
be described as follows: 


1. New eligibility rules:* The selection of employees eligible 
to participate in a non-salary reduction TSA must not dis- 
criminate in favor of HCE’s. 





14. See infra Section VIII (E). 
15. ILR.C. § 410 (b). See infra Section VIII (C). 
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New rules requiring nondiscrimination in contributions:* 
Contributions by the employer to TSA’s for individuals who 
are participating in the TSA’s cannot discriminate in favor 
of HCE’s. 

Compliance with section 401(m): A non-salary-reduction TSA 
must comply with the rules regulating after-tax employee 
contributions and matching contributions found in section 
401(m) of the Code.’’ 

Minimum coverage rules:** A non-salary-reduction TSA plan 
must cover a minimum of fifty employees or forty percent of 
all employees. 

New $200,000 limit on compensation that can be considered 
when calculating an employee’s benefits under a TSA.*® 


As described in the Introduction to this Article, governmental plans 
are exempt under the 1990 Regulations from four of these five new 
nondiscrimination requirements until their first plan year beginning 
in 1993 (The possible application of section 401(m) is discussed 
below). The situation with regard to nongovernmental plans is more 
complex. Nongovernmental plans may rely on the safe harbors in 
I.R.S. Notice 89-23 until final regulations specifically applicable to 
section 403(b) are issued. Many nongovernmental plans may find that 
they cannot meet these safe harbors; they are thrown back on the 
reasonable, good-faith interpretation standard contained in the Notice. 
Good-faith compliance with the proposed regulations published under 
section 410(b) in 1989 and with respect to the 1990 regulations 
obviously will constitute a good-faith interpretation. 

In addition, prior to the effective date of the 1990 Regulations (plan 
years beginning in 1992), an employer appears permitted to rely on a 
reasonable, good-faith interpretation of the statute. While the parameters 
of the ‘‘reasonable, good-faith interpretation’”’ standard are unclear, it 
certainly authorizes that something more than mere compliance with 
the Proposed Regulations. Finally, due to the specific wording of Notice 
89-23, one can argue that a reasonable, good-faith interpretation of the 
statute may be permissible even after the section 410(b) and 1990 
Regulations are final. 

Notice 89-23 clarifies for nongovernmental employers that the good- 
faith interpretation rules do not excuse a section 403(b) plan from 
compliance with section 401(m) and the I.R.S. regulations interpreting 
section 401(m); the current status of governmental plans is, unfortu- 
nately, not so clear. Proposed regulations section 1.401(a)(4)-2(d) (Non- 
discrimination in the Amount of Contributions) states that ‘‘a plan 





16. I.R.C. § 401(a)(4) and (5). See infra Section VII (D). 
17. See infra Section VII (E). 

18. I.R.C. § 401(a)(26). See infra Section VII (F). 

19. I.R.C. § 401(a)(17). See infra Section VII (G). 
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that consists of contributions subject to section 401(m) satisfies the 
requirements of this section only if the plan satisfies the requirements 
of paragraphs (b)(1), (b)(2), (b)(3), and (e)(4)(ii) of section 1.401(m)- 
1.’’ The specific rule of Proposed Regulation section 1.401(a)(4)-13(b) 
is that ‘‘section 401(a)(4) is considered satisfied for plan years begin- 
ning before January 1, 1993 in the case of governmental plans de- 
scribed in section 414(d).’’ Section 401(m) provides, on the other 
hand, that the only sanction for failure to comply with section 401(m) 
is that a plan is deemed to not comply with section 401(a)(4). Since 
proposed regulations section 1.401(a)(4)-13(b) says that section 401(a)(4) 
is automatically satisfied by governmental plans, there is a good 
argument that governmental plans are not subject to 401(m) testing 
until plan years beginning in 1993. This position is buttressed by the 
extremely broad exemption of governmental plans, including their 
exemption from the $200,000 limit on compensation under section 
401(a)(17). The lack of specific guidance on this point is troublesome 
because of the draconian effect on the total non-salary reduction plan 
if section 401(m) is applicable, is violated, and correcting distributions 
are not made.” 

The next five questions will describe these new rules in more detail. 
These are not complete summaries of the applicable rules. Instead, 
they are generalized descriptions of the rules. In order to explain the 
general operation of the rules, without getting bogged down in details, 
we will ignore some of the specific features of the rules. Accordingly, 
it is extremely important that an employer having a non-salary reduc- 
tion TSA have the plan fully reviewed now that the new nondiscrim- 
ination rules are effective. 


B. What Happens If We Violate the Nondiscrimination Rules? 


The Code contains a drastic remedy for violation of the new non- 
discrimination rules: all TSA contributions to the ‘‘plan’’ are no longer 
excludable from income. In other words, it is not just the employees 
who received the discriminatory contributions who are harmed; all 
participating employees’ taxable income will be increased because of 
the loss of the TSA benefits. 


C. What Are the Discrimination Rules of Section 410 of the Code? 


In the area of TSA’s and qualified plans, the discrimination that 
concerns the government is that between HCE’s and NHCE’s. The 
basic eligibility rule is that the percentage of participation for NCHE’s 
in the TSA plan must be at least 70% of the percentage of participation 
for HCE’s. For example, if 100% of the HCE’s participate in the TSA 
plan, at least 70% of the NHCE’s must participate. If 80% of the 
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HCE’s participate, at least 56% of the NHCE’s must participate. 

For purposes of this test, the definition of a highly compensated 
employee is the same as for purposes of section 401(m). Thus, for 
many employers, HCE’s will be primarily employees earning over 
$60,535 a year. 

As noted earlier,?* not all employees must be counted for purposes 
of computing percentages under the participation test. For many 
colleges and universities, particularly in the public sector, the collec- 
tive-bargaining exception may turn out to be an extremely important 
exception. Since many employees will be covered by collective-bar- 
gaining agreements, the participation test can be applied by looking 
solely at the employees not subject to a collective-bargaining agree- 
ment. If, for example, collective-bargaining agreements cover all em- 
ployees except management and confidential employees, the eligibility 
test can be computed by looking solely at the management and 
confidential employees. For purposes of the participation test, it also 
is permissible to exclude employees who are not yet twenty-one years 
old or who do not yet have one year of service, so long as all employees 
not meeting these requirements are excluded from participation. 

An example may help clarify the concepts in the last two paragraphs. 
Assume that an employer has 1000 employees. Suppose that 850 of 
the employees are covered by collective-bargaining agreements. Of the 
remaining 150 employees (management and confidential), assume that 
50 either are under age twenty-one or have not yet worked one year. 
This means that only 100 employees need to be considered under the 
eligibility test (assuming that the plan excludes employees who are 
under twenty-one or who have not yet worked one year). If 40 of 
these employees are HCE’s and 32 of these 40 are eligible (80% 
participation), then 34 of the 60 NHCE’s must participate, because 34/ 
60 equals 57% and 57% is more than 70% of 80% (70% of 80% 
equals 56%). 

An alternative eligibility test can be applied if this basic test is not 
met. This alternative test is the ‘‘average benefit percentage test’ 
(ABPT). Under the ABPT, a plan meets section 410(b) if: (1) the plan 
benefits a specific classification of employees in a manner which is 
considered non-discriminatory; and (2) the average benefit percentage 
for NHCE’s is at least seventy percent of that for HCE’s. For the second 
part of the test, all of an employer’s nonexcludable employees are 
measured, whether or not they are eligible to participate in the plan 
being tested. The 1990 Regulations section 1.410(b)-5(d) and (e) pro- 
vide methods for computing the ABPT. 

One unanswered question that we should note is the extent to which 
the employee exclusion rules of Section VI(C), supra, apply if an 
employer is not relying on the safe harbors described in Section IX 





21. See supra Section VI (C). 
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infra. Proposed regulations under section 410(b) provide their own 
rules for determining which employees are counted for testing under 
section 410(b). Notice 89-23 states only that its definitions of exclud- 
able employees apply for purposes of the safe harbors set forth in the 
Notice. To the extent that a category of a excludable employee, for 
example, certain visiting professors, is not found in the statutory 
language, it is unclear if the exclusion can be taken into account if the 
employer is not relying on the safe harbors of Notice 89-23. 

Employers are allowed to aggregate plans to meet the section 410 
tests. A typical arrangement for many colleges and universities is the 
provision of a section 403(b) plan for professors and staff, and a 
provision of a section 401(a) defined benefit plan for hourly workers. 
The two plans may be combined for purposes of section 410, but if 
they are so combined, the aggregated plans must be tested together 
for purposes of section 401(a)(4) and 401(a)(5).?2 


D. What Are the Discrimination Rules of Sections 401(a)(4) and 
401(a)(5) of the Code? 

In order to prevent an employer from favoring HCE’s, it is not 
sufficient to require that a plan be available to all employees. Other- 
wise, an employer could include all employees in the plan, but then 
provide the bulk of the contributions to the HCE’s. Code sections 
401(a)(4) and (5) provide, therefore, that contributions under a TSA 
cannot discriminate in favor of HCE’s. 

As might be expected, there are a variety of technical rules involved 
in determining whether contributions are slanted in favor of HCE’s. 
These rules are the subject of Proposed Regulations section 1.401(a)(4)-1 
to -13, which occupied 33 pages of fine print when first published in 
the Federal Register on May 14, 1990. If an employer intends to test 
under a plan regulated by section 401(a)(4), it has no alternative but to 
study the details of these proposed regulations, which we will not even 
try to summarize in this Article. While we will not summarize these 
proposed regulations in any detail, we should note that the key rule 
provides that so long as contributions are proportional to ‘‘compensa- 
tion,’’ there will be no discrimination. Section 414(m) of the Code and 
regulations thereunder define ‘‘compensation’’ for this purpose. While 
several variations are allowed, the basic definition focuses on wages 
subject to income tax witholding. Accordingly, a plan providing a 
contribution of five percent of pay for all employees, therefore, will 
not be discriminatory, even though HCE’s get a larger dollar amount 
than NHCE’s. The 1990 Regulations under section 401(a)(4) make such 
a plan a safe-harbor plan. 

If an employee is covered by Social Security, sections 401(a)(5) and 
401(1) provide that the value of the employer’s contribution to Social 
Security can be taken into account as an additional employer contri- 
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bution. Section 401(1) sets out the complex rules for determining the 
value to be assigned to the employer’s contribution. For example, in 
a defined-contribution plan, it is permissible to have a formula by 
which the contribution below the Social Security Wage Base (SSWB) 
(presently $53,400) is 5.7% less than the contribution above the SSWB. 
A 5.7%/11.4% contribution formula, therefore, would be permissible. 
It should be noted that the contribution rate below the SSWB must 
always be at least 50% as high as the contribution rate above the 
SSWB. 

If the TSA plan takes the form of a defined-benefit plan (i.e., the 
employee is promised a lifetime annual annuity after normal retire- 
ment age), the rules for taking the employer’s contribution to Social 
Security into account are much more complex, and beyond the scope 
of this summary. 

Whenever the employer contribution is other than a straight per- 
centage of compensation, it will be necessary to review the plan 
closely in order to determine whether there is discrimination under 
sections 401(a)(4) and 401(a)(5). We should note that, for purposes of 
measuring discrimination, the Code and the 1990 Regulations provide 
that employees included in a plan can be ignored if they are unionized 
employees.?* 

When the employer combines the section 403(b) program with 
section 401(a) plans in order to provide sufficient coverage, the com- 
bined plans must be tested together for purposes of section 401(a)(4). 
Notice 89-23 provides specific rules for combining plans with different 
benefits and different vesting schedules for purposes of the safe-harbor 
determinations of the Notice. The 1990 Regulations provide complex 
rules for accomplishing combined-plan compliance. Although the 1990 
Regulations are not effective until plan years beginning in 1992, 
informal statements by Treasury officials indicate that the prior rules 
of Revenue Ruling 81-2024 may be used to show that different plans 
comply with section 401(a)(4) prior to 1992. After 1991, the principles 
of Revenue Ruling 81-202 may not be used, and are replaced by the 
rules of Proposed Regulations section 1.401(a)(4)-9(c). 


E. In Which Cases Will the Nondiscrimination Rules of Section 
401(m) be Applicable? 


The questions in part VII of this Article have already described the 
application of the section 401(m) nondiscrimination rules. The key 
point to note here is that violation of the nondiscrimination rules 
under section 401(m) will disqualify a non-salary-reduction TSA un- 
less the excess amounts are distributed by the end of the next plan 
year. This differs from salary-reduction TSA’s, where the only con- 





23. I.R.C. § 410(b)(3)(A). 
24. Rev. Ruling 81-202, 1981-2 C.B. 93. 
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sequence of violating the section 401(m) rules is the ten-percent excise 
tax. 


F. How Do the Nondiscrimination Rules of Section 401(a)(26) 
Work? 


Section 401(a)(26) provides that plans must cover the lesser of fifty 
employees or forty percent of all employees. It is important to note 
the odd nature of this rule: suppose a plan covered almost entirely 
NHCE’s, but covered fewer than fifty employees (and less than forty 
percent of the work force). Under these circumstances the plan would 
be disqualified. This so-called ‘‘nondiscrimination’’ rule could thus 
disqualify a plan covering almost entirely NHCE’s. 

The IRS originally issued regulations in 1989 interpreting section 
401(a)(26).25 Those regulations were extremely complex. In 1990 the 
IRS withdrew the original proposed regulations and new proposed 
regulations were issued as part of the 1990 Regulations. The new 
regulations are considerably simplified because many of the concerns 
which lay behind the strict nature of the 1989 regulations are now 
covered by the 1990 regulations under section 410(b) and section 
401(a)(4). 

An important part of the 1989 regulations was that each separate 
benefit structure in a plan was to be treated as a separate plan. While 
there is some necessity to check prior benefit structures with respect 
to defined-benefit plans, defined-contribution plans (the category into 
which most section 403(b) plans fit) do not have to be concerned 
about different past or current benefit levels for different groups, 
although the differential benefits must meet the tests outlined supra 
at Section VII (D). 

An important position established in the regulations is that em- 
ployees subject to collective bargaining and those not subject to 
collective bargaining are generally treated separately for the purpose 
of both the forty-percent and fifty-employee tests. If both groups of 
employees are covered in the same plan, however, it appears that the 
employer may elect to count all employees covered by the plan without 
distinction for the purpose of the 40/50 test. 

The proposed regulations provide that section 401(a)(26) is auto- 
matically satisfied if only NHCE’s are covered in the plan, regardless 
of the size of the plan. In determining which employees need to be 
counted for the purpose of the forty-percent component of the section 
401(a)(26) test, all employees who do not meet minimum age and 
service requirements can be excluded. An employee can prescribe a 
minimum age requirement of twenty-one and a minimum service 
requirement of one year.”¢ 





25. 54 Fed.Reg. 6710 (1989). 
26. See supra Section VIII (C). 
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G. What Is the $200,000 Compensation Limit? 


Commencing in 1989, no more than $200,000 of compensation may 
be taken into account in computing an employee’s benefits under a 
TSA. This amount is adjusted annually for increases in the Consumer 
Price Index, and rose to $222,220 in 1991. 


IX. SPECIAL RULES OF NOTICE 89-23 


A. How Does Notice 89-23 Modify the New Nondiscrimination 
Rules? 


Notice 89-23 very significantly modifies the application of the non- 
discrimination rules. The Notice first states that, until further an- 
nouncement, an employer’s TSA plan will be considered to satisfy the 
nondiscrimination rules of section 403(b)(12) so long as the plan is 
operated in accordance with a reasonable, good-faith interpretation of 
the nondiscrimination rules. In addition, the Notice sets forth several 
safe-harbor tests. If the employer satisfies any of these tests, the TSA 
will be deemed to satisfy the nondiscrimination rules. While the Notice 
originally stated that the safe-harbor tests applied only in 1989 and 
1990, Notice 90-73’ extended their applicability until further regulatory 
guidance is provided. 


B. What Are the Safe-Harbor Tests of Notice 89-23? 


Which of the safe-harbor tests applies to any given situation depends 
upon the relationship among three variables: (1) the difference between 
the highest contribution percentage by any HCE and the lowest contri- 
bution percentage by any NHCE; (2) the percentage of NHCE’s partic- 
ipating in the plan; and (3) the percentage of plan participants who 
are NHCE’s. While there are several ways to express the relationship 
among these three variables, the simplest method is to focus on the 
percentage of participants who are NHCE’s. 


1. Less than thirty percent of the participants are NHCE’s. 
In this case there is no safe harbor. 

2. More than thirty percent but less than fifty percent of the 

participants are NHCE’s. 

In this case, the safe harbor applies only if: (1)eighty percent or more 
of the NHCE’s participate in the plan; and (2) no HCE is receiving a 
greater contribution (as a percentage of compensation) than any NHCE. 

3. More than fifty percent but less than seventy percent of the 

participants are NHCE’s. 

In this case the safe harbor is met if: (1) at least 30% of the NHCE’s 
participate in the plan; and (2) no HCE is receiving a contribution 





27. I.R.S. Notice 90-73, 1990-51 I.R.B. 17. 
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greater than 140% of the lowest percentage of compensation contributed 
for any NHCE. 

4. More than seventy percent of the participants are NHCE’s. 

In this case, there are three ways to meet the safe-harbor test. If fifty 
percent or more of the NHCE’s participate, the safe harbor is met so 
long as no HCE is receiving a percentage of compensation which is 
180% more than the percentage of compensation being received by the 
NHCE receiving the lowest percentage of compensation. If less than 
fifty percent of the NHCE’s participate, but at least thirty percent 
participate, the maximum differential of 180% drops to 140%. Finally, 
if at least twenty percent but less than thirty percent of the NHCE’s 
participate, the safe harbor applies only if there is no HCE receiving a 
higher contribution (as a percentage of compensation) than any NHCE. 


C. What Nondiscrimination Tests Are Considered Satisfied if the 
Safe-Harbor Tests Are Met? 


Remarkably, satisfaction of the safe-harbor tests appears to satisfy all 
the nondiscrimination rules. It is not surprising that satisfaction of the 
safe harbor satisfies section 410(b) and 401(a)(4), the two sections 
regulating discrimination in participation and participation in contri- 
butions (or benefits); what is surprising is that it also appears to satisfy 
401(a)(26) (requiring that at least forty percent of all employees or 50 
employees participate in each separate benefit structure). 

Even more surprising, Notice 89-23 states that satisfaction of the safe 
harbor makes it permissible for a plan to base benefits on more than 
$200,000 of compensation. On the other hand, perhaps this last result 
can be justified by the fact that section V.A.2 of Notice 89-23 states 
that, for the purpose of computing the percentage of compensation 
contributed on behalf of an employee, compensation over the $200,000 
limit must be ignored. In other words, if ten percent of compensation 
is contributed on behalf of an employee earning $300,000 (for a total 
contribution of $30,000), this will be treated as a fifteen percent con- 
tribution (fifteen percent of $200,000 is $30,000). 

Notice 89-23 states that the safe harbors do not provide relief from 
application of section 401(m) to the extent that there are employee 
contributions or matching contributions. 

It is not possible merely to apply the safe-harbor tests to one or more 
of the employer’s annuity contracts; all of them must be aggregated. 
For this purpose, any custodial accounts treated as TSA’s under section 
403(b)(7) and any retirement-income accounts described in section 
403(b)(9) are included as TSA’s. 


D. Must All TSA’s Be Aggregated for the Purpose of the Safe-Harbor 
Tests? Can Tax-Qualified Plans Be Included for the Purpose of the 
Safe-Harbor Rules? 


An employer may elect to aggregate for testing purposes any tax- 
qualified plan it maintains under section 401(a), any annuity plan 
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described in section 403(a), and ‘‘governmental plans described in 
section 414(d) or any church plan described in section 414(e).’’* We 
are not sure how a governmental plan or church plan could be described 
in section 414(d) or 414(e) and not be described in section 401(a) or 
403(a), since participants in the governmental plan or church plan 
would then appear to be taxable on their benefits when they become 
vested. Our confusion is increased by the fact that the Notice provides 
that plans can be aggregated only if they satisfy sections 410(b) and 
401(a)(4), neither of which would apply to a plan not qualified under 
section 401(a). Accordingly, it is recommended that employers proceed 
with caution before deciding to include plans not described in sections 
401(a) or 403(a). 

If one tax-qualified plan must rely on being aggregated with another 
for the purpose of satisfying the nondiscrimination rules of section 
410(b) or 401(a)(4), then either both or none of the plans must be 
aggregated with the TSA’s. 

Can a section 457 plan be aggregated with a TSA for testing purposes? 
Literally, a section 457 plan is a governmental plan under section 
414(d), so the answer would appear to be yes. 


E. Must Actual Data Be Collected for All Employees for the Purpose 
of Applying the Safe-Harbor Tests or Are Shortcuts Available? 


Section 6052(b) authorized statistical sampling to measure compliance 
with the nondiscrimination rules for 1989, 1990, and 1991. The sam- 
pling must be conducted by an independent person, and the sample 
size and statistical method must result in a ninety-five percent proba- 
bility that the results must have a margin of error not greater than three 
percent. 


F. For the Purpose of the Nondiscrimination Rules, Who Is the 
Employer in Cases Not Involving Governmental Entities? 


A complex set of rules determines which entities must be aggregated 
with the employer actually contributing to the TSA (the ‘‘contributing 
employer’’), for the purpose of the safe-harbor tests. Any entity which 
must be aggregated under sections 414(b), (c), (m), and (0) of the Code 
must be aggregated with the contributing employer if the second entity 
may contribute to a TSA.” 

If eighty percent of the directors, trustees, or other individual mem- 
bers of an entity’s governing body are either representatives of, or 
directly or indirectly control, or are controlled by, the contributing 
employer, then that entity must be aggregated. 





28. I.R.S. Notice 89-23, section V.B.I. 


29. The aggregation rules of section 414(b), (c), (m), and (0) are beyond the scope of 
this Article. 
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An entity must be aggregated if it directly or indirectly provides 
eighty percent of the contributing employer’s operating funds and there 
is ‘‘a degree of common management or supervision between the 
entities.’’ The notice defines what constitutes a ‘‘degree of common 
Management or supervision.’’*° 

It should be noted that, for the purpose of the last three paragraphs, 
' an entity does not need to be aggregated if it is not eligible to make 
TSA contributions. For-profit corporations cannot make TSA contribu- 
tions; therefore, the employees of a for-profit subsidiary of a college or 
university can be excluded for the purpose of the safe-harbor tests. 


G. How Is the Employer Determined If a Governmental Entity Is 
Involved? 


Section V.B.2.b. of the Notice (entitled ‘‘governmental entities’) 
purports to explain how ‘‘employer’’ is determined when a govern- 
mental entity is involved. This is a very complicated topic. Not all 
governmental entities can buy TSA’s for their employees; only ‘‘edu- 
cational organizations’’ can provide TSA’s. An educational organization 
is basically an organization with a regular faculty and curriculum which 
has a regularly organized body of students in attendance at the place 
where its educational activities are carried on. 

It is difficult to decode the actual rules in this section of the Notice. 
Readers of this Article should examine the text in order to draw their 
own conclusions in any situation in which these governmental-entity 
aggregation rules are critical. This section of the Notice first states that 
all the rules described supra at Section [X(F) also apply in the case of 
governmental entities. The section next states that the employer in- 
cludes any other educational organization (the second educational or- 
ganization) that has the power to levy a tax to provide funds to the 
contributing employer or to set or review the contributing employer's 
budget. Review requires more than mere approval of a previously 
developed budget. In addition, all other educational organizations (third 
educational organizations) that receive tax disbursements pursuant to 
the same tax levy of the second educational organization are also 
aggregated. 

The section then appears to state that a different rule applies if the 
entity with the power to levy the tax is not itself an educational 
organization, as would be the case, for example, if the tax was levied 
directly by the state. In this case, the contributing employer is aggre- 
gated with another educational organization if: (1) the contributing 
employer receives a majority of its tax disbursements pursuant to a tax 
levy of one governmental organization; (2) the other educational organ- 
ization receives at least eighty percent of its tax disbursements pursuant 
to the same levy; and (3) the same educational organization sets or 





30. I.R.S. Notice 89-23, section V.B.2.a. 
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reviews the budgets of both organizations. It should be noted that this 
definition leads to the absurd result that the second organization will 
not be aggregated with the first for the purpose of testing any TSA’s 
of the second organization unless the first organization gets at least 
eighty percent of its tax disbursements from the same levy, even though 
aggregation will exist for the purpose of testing the first educational 
organization’s TSA’s so long as the first educational organization gets 
more than fifty percent of its tax disbursements from the same source. 


H. When Is Testing Done? 


Testing for the safe harbors is done as of the last day of the plan 
year, taking into account employees employed on the last day. There 
is one exception: HCE’s who terminate in the fourth quarter must be 
taken into account in determining which HCE received contributions 
equal to the highest percentage of compensation during the plan year. 


X. UNFUNDED PLANS OF DEFERRED COMPENSATION AS A SUBSTITUTE FOR 
TSA’s 


A. Can a Salary-Reduction TSA Program Be Replaced by a Plan of 
Unfunded Compensation? 


In light of the new rules regulating salary-reduction TSA’s, question- 
ing whether there is some alternative form of deferred compensation 
that could replace TSA’s is logical. There is: An employer could simply 
provide for ‘‘unfunded’’ deferred compensation for its employees. 

Under a plan of unfunded deferred compensation, the employee 
would be entitled to no specific assets as a result of his or her deferrals. 
The employer will, however, invariably take the deferred money and 
buy investments with it. What the employee receives at retirement will 
equal his or her deferrals, plus investment earnings. Under many plans 
of unfunded deferred compensation, the employee may choose between 
alternative forms of investments. 

The reader may wonder why an employee cannot have an actual 
right to the investment assets. In the view of the Internal Revenue 
Service, giving the employee any specific rights will cause the deferral 
to be invalid. 

While the fact that the employee cannot have specific rights in any 
assets may make a plan of unfunded deferred compensation seem quite 
risky, such plans are extremely common in the public sector for em- 
ployers other than school districts, and relatively common among 
charities. In the public sector, the special TSA rules are available only 
to public-sector entities that are educational organizations. For all other 
public sector organizations, the only forms of deferred compensation 
are tax-qualified pension or profit-sharing plans or unfunded deferred 
compensation. 
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B. Do Special Rules Limit the Amount of Unfunded Deferred 
Compensation That Can Be Provided for Employees? 


Yes. Section 457%" of the Code contains detailed rules that govern 
unfunded deferred-compensation plans for charities and employees of 
political bodies. While considerably simpler than the rules regarding 
TSA’s these rules are still complex. Plans governed by section 457 are 
commonly referred to as section 457 plans. Section X(E), infra, will 
discuss the types of plans that are not subject to section 457. 


C. What Are the Basic Rules of Section 457? 


Three rules are primarily relevant in comparing section 457 plans to 
TSA’s. First, section 457 has no discrimination test: An employer can 
pick and choose who is eligible to participate in a section 457 plan. 

Second, the contribution limit under a section 457 plan is 33-1/3% 
of includable compensation or $7500, whichever is less. This contrasts 
with the twenty-percent limit under a TSA. For example, if an employee 
earns $30,000 prior to salary reduction, he or she can contribute only 
$5000 to a TSA (twenty percent of $25,000), while he or she can 
contribute $7500 to a section 457 plan (33-1/3% of $22,500). For wages 
above $45,000, the TSA plan offers a mathematically higher reduction. 

Unlike TSA plans, there is only a very limited right to make up 
contributions under section 457 plans. During the three years prior to 
retirement, the contribution ceiling under section 457 can be increased 
above the normal 33-1/3% or $7500 to the extent that the employee 
contributed less than the maximum amount in prior years; however, in 
no year can the ceiling be increased above $15,000. 

Third, distribution rights are more limited under section 457 plans. 
Until the employee separates from service, no distributions are currently 
available except for ‘‘unforeseeable .emergencies.’’?? 


D. Do Contributions to TSA’s Reduce the Section 457 Plan Limits 
and Vice Versa? 


Unfortunately, the answer is yes. An employee’s maximum allowable 
contribution to a section 457 plan in any year is reduced by his or her 
contribution to a TSA. 

Contributions to section 457 plans can also reduce maximum contri- 
butions to TSA plans. As you may recall, under the pre-ERISA limit 
the maximum amount that can be contributed in a year is calculated 
by taking into account contributions for ‘‘annuity contracts’’ in prior 
years.** The IRS takes the view that prior years’ contributions for 





31. LR.C. § 457. 
32. ILR.C. § 457(d)(1)(A)(iii). 
33. See supra Section I (C). 
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annuity contracts include any contributions made under a section 457 
plan in a prior year. 


E. What Type of Plans Are Exempt From Section 457? 


One general exemption from section 457 is for ‘“‘bona fide vacation 
leave, sick leave, compensatory time, severance pay, disability pay, or 
death benefit plans.’’*> While most of these exemptions do not leave 
much room for creativity, the exemption for severance-pay plans may 
create some planning opportunities. For example, suppose an employer 
creates a severance pay plan with these characteristics: each year there 
is credited to an unfunded account for the employee a percentage of 
his or her pay, say five percent. The amount credited each year grows 
by an earnings factor that is specified in the severance-pay plan. The 
amount credited to the employee is paid in a lump sum when the 
employee terminates employment for any reason. Assuming that this 
qualifies as a bona-fide severance-pay plan, this type of approach 
provides deferred compensation to the employee in a manner quite 
similar to that which could be obtained under a conventional program 
of deferred compensation. 

In assessing the exception for bona fide severance pay plans, the 
reader should know that the I.R.S. has published no guidance regarding 
the exception. The Department of Labor has, however, published a 
definition of ‘‘severance pay plan’’ under the Employee Retirement 
Income Security Act of 1974. Pending I.R.S. regulations, some practi- 
tioners think that the Department of Labor regulations provide guidance 
on this subject. 

The second major exemption under section 457 covers preexisting 
plans of nonelective deferred compensation. These grandfather rules 
are quite complex and subject to various limitations. In general, these 
rules may apply in the case of charities if the nonelective plan of 
deferred compensation existed in writing by August 16, 1986, and, in 
the case of public-sector employers, by July 14, 1988. An employer 
having a plan that might fit within these rules should investigate them 
carefully, since various actions may cause the benefit of the grandfather 
rules to be lost. For example, modifications to the plan that increase 
benefits will generally cause the grandfather clause to be inapplicable. 
Also, it should be noted, the grandfather clause does not cause amounts 
deferred under the grandfathered plan to be excluded in applying the 
section 457 limits to non-grandfathered plans. 


XI. TSA’s AND CAFETERIA PLANS 


A. Cana TSA Feature Be Part of a Section 125 Cafeteria Plan? 


Section 125 of the Code authorized ‘‘cafeteria plans.’’ As section 125 
exists today, a cafeteria plan is an arrangement under which an em- 





34. See footnote 6, supra. 
35. LR.C. § 457(e)(11). 
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ployee can choose between receiving additional cash and having that 
same cash contributed to purchase certain types of non-taxable benefits. 
For example, employees might be offered the option of receiving ad- 
ditional wages of $1000 or instead having the $1000 contributed by the 
employer to provide a higher quality medical-insurance plan. 

Can a TSA feature be part of a cafeteria plan, that is, can the employee 
be given the choice of cash, contributions to a medical insurance plan 
(or other form of non-taxable benefit), or the contribution of the cash 
to a TSA contract? The answer to this question is clearly no. Section 
125 contains an exclusive listing of non-taxable benefits available under 
a section 125 program. TSA contracts are not one of the benefits. 
Combining a TSA feature with a section 125 cafeteria plan, therefore, 
will disqualify the entire cafeteria-plan arrangement. This could cause 
any contribution to either the medical-insurance plan or the TSA 
contract to be taxable. 


B. Can a TSA Feature Be Part of a Cafeteria Plan if the Cafeteria 
Plan Does Not Provide Cash as an Optional Form of Benefit? 


While it may seem surprising, apparently a TSA program may be 
combined with a cafeteria plan, so long as contributions under the 
cafeteria plan cannot be received by the employee in the form of cash. 
The special rules of section 125 apply only to cafeteria plans in which 


cash is an option. If cash is not an option, there is no specific provision 
of the Code regulating cafeteria plans. Many experts think that under 
these circumstances it is valid to offer a choice between a TSA and 
other forms of nontaxable benefits. 





COMMENTARY 


STUDENTS, STAFF AND FACULTY WITH 
DISABILITIES: CURRENT ISSUES FOR 
COLLEGES AND UNIVERSITIES 


Laura F. Rothstein* 


Five years ago, The Journal of College and University Law published 
my article entitled Section 504 of the Rehabilitation Act: Emerging 
Issues for Colleges and Universities,1 in which I noted the increasing 
numbers of handicapped students, staff and faculty on college cam- 
puses. With the increased numbers and the growing awareness of legal 
rights, I suggested the importance of establishing sound practices in 
addressing issues related to this population. Five years later, it is more 
important than ever that the university attorney be aware of the trends 
and issues in this area, for three major reasons. 

First, the number of individuals with disabilities on campus continues 
to increase. While completely accurate data remains difficult to obtain, 
we have some idea of the numbers of students with disabilities on 
campus. As of the fall of 1986, approximately 10.5 percent of the 
nation’s 12.5 million post-secondary students were reported to have 
some disability. A breakdown by disability category indicates that 1.3 
percent of students have a learning disability, 4.1 are visually handi- 
capped, 2.1 percent are hard of hearing, .6 percent are deaf, .5 percent 
have a speech disability, 1.8 percent have an orthopedic handicap, and 
2.6 percent are health impaired.” 

Second, there has been an increased awareness of the legal rights of 
handicapped individuals. Many of the students now entering college, 
professional and graduate schools went through public education iden- 
tified as having handicapping conditions and, as a result, received 
services and accommodations under the Education for All Handicapped 
Children Act. The expectations of these individuals exceed those of 
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disabled students a generation ago. They benefit not only from greater 
substantive protections, but also from greater procedural safeguards to 
protect their rights. 

Third, this growing awareness has led to an increase in the amount 
of litigation relating to these issues. In the past two to three years, a 
number of complaints have been filed. While many of them have been 
settled, the number of complaints clearly indicates that individuals with 
disabilities no longer remain passive if they believe their legal rights 
have been violated. Such litigation is expensive, both in terms of 
financial resources and in loss of reputation of the institution involved. 


CURRENT LITIGATION TRENDS 


Section 504 of the Rehabilitation Act of 19735 provides the primary 
legal basis for recent litigation relating to college students and faculty 
with disabilities. That statute prohibits recipients of federal financial 
assistance from discriminating against otherwise qualified handicapped 
individuals. Since most colleges and universities receive federal finan- 
cial assistance, they are subject to the dictates of the Rehabilitation Act. 
In addition, the Civil Rights Restoration Act of 1987® subjects an entire 
university to Section 504 if any unit within the university receives 
federal financial assistance. Other legal bases for litigation include the 
fourteenth amendment of the Constitution, the Fair Housing Act,’ and 
state anti-discrimination statutes. The passage of the Americans with 
Disabilities Act® in 1990 will in all likelihood increase the amount of 
litigation in this area. 





4. See United States v. Board of Trustees for Univ. of Ala., 908 F.2d 740 (11th Cir. 
1990) (involving policy of charging for auxiliary services on an ability-to-pay basis); 
Brown v. Washington Univ., CA No. 88-1907-C-5 (settled May 11, 1990) (university 
agreed to spend $2.5 million over two years to provide architectural modifications on 
campus); The Ability Center of Greater Toledo v. University of Toledo, CA No. 3:89CV7561 
(settled November, 1989, N.D. Ohio) (university agreed to install platform lifts in apart- 
ment complex used for fraternity and sorority housing); Prince v. Rutgers Univ. Law 
School (not reported) (the suit filed in 1989 by a deaf law student resulted in a temporary 

order to obtain records of lectures and transcripts of classes through the end 
of the semester); Dinsmore v. University of Cal., (not reported) (student with dyslexia 
sued university claiming that math professor’s refusal to allow him extra time for a math 
test violated the Rehabilitation Act); Wynne v. Tufts Univ. School of Medicine, 58 
U.S.L.W. 2658 (ist Cir. 1990) (First Circuit remanded case to district court for further 
findings in a case involving dismissal of dyslexic medical school student who claimed 
that the refusal to modify the multiple-choice exam format violates the Rehabilitation 
Act); McGuire v. Switzer, 734 F. Supp. 99 (S.D.N.Y. 1990) (paraplegic former law student 
challenged New York state vocational-rehabilitation policy that placed a ceiling on 
funding for tuition and maintenance expenses in connection with legal education). 

5. 29 U.S.C. § 794 (1988). 

6. 29 U.S.C. § 794(a)(2)(A) (1988). 

7. 42 U.S.C. §§ 3601-3619 (1988). This law prohibits discrimination in housing on 
the basis of handicap and requires some structural access in implementation. 

8. See L. ROTHSTEIN, RIGHTS OF PHYSICALLY HANDICAPPED PERSONS, § 4.20 (1984 and 
cumulative supplements) for state employment-discrimination issues. 

9. Americans with Disabilities Act of 1990, Pub. L. No. 101-336, 104 Stat. 327 
(1990). 





1991] STUDENTS, STAFF AND FACULTY WITH DISABILITIES 473 


The recent decisions and current litigation offer an array of diverse, 
complex, and interesting issues. These include such issues as whether 
an individual professor can claim academic freedom in refusing to 
allow additional time for a learning-disabled student to take an exam- 
ination,’® whether a university can construct apartment units without 
elevators,’ what level of support is required for a deaf law student,’ 
whether a medical school professor must provide an examination in a 
different format because a learning disabled student cannot succeed on 
multiple-choice examinations,** and whether chronic tardiness qualifies 
as a handicap. 

Despite all the pending litigation, several recent settlements, and 
reported cases that relate to disability issues in the university setting, 
only two Supreme Court cases have addressed these issues.** The 1979 
Supreme Court decision of Southeastern Community College v. Davis*® 
held that a hearing-impaired nursing student was not ‘‘otherwise qual- 
ified’’ to perform the essential aspects of the nursing program, even 
with reasonable accommodation for her handicap, because of safety 
factors.’” This case set the standard for determining when a handicapped 
student is ‘‘otherwise qualified’’ to perform the essential aspects of an 
educational program. The Court held that a handicapped student must 
meet the fundamental requirements of the educational program in spite 
of such student’s handicap.*® 

The only other Supreme Court case dealing with a disability issue in 
higher education provided little help because the Court, after briefs and 
oral arguments, avoided deciding the substantive issue and held the 
case moot because it came before the Court on a preliminary injunction 
rather than a final disposition. A substentive decision in University of 
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Texas v. Camenisch*® would have provided important guidance con- 
cerning the financial responsibility of colleges and universities in pro- 
viding auxiliary services and other accommodations such as interpreters, 
readers, and tutors to handicapped students. The case involved a deaf 
graduate student who wanted the university to pay a sign-language 
interpreter. The case raised an important issue for handicapped graduate 
students, many of whom are not eligible for state vocational-rehabili- 
tation funding. 

Pending litigation against the University of Alabama might help 
answer the questions left unresolved in Camenisch. This litigation 
involves the University’s policy of charging handicapped students, on 
an ability-to-pay basis, for auxiliary services provided to them. The 
Eleventh Circuit found the system in violation of Section 504.” 

Because of the paucity of Supreme Court guidance, one can only 
speculate about the resolution of a number of these major issues. What 
follows is an overview of what I view as the current status of these 
major issues. 


ELIGIBILITY FOR SECTION 504 COVERAGE 


The courts have interpreted handicap eligibility under Section 504 
very broadly. A similar interpretation is likely under the Americans 
with Disabilities Act.?1 Section 504 protects not only those with current 


qualifying disabilities, but also those with a record of such disabilities 
or those who are regarded as having such disabilities. Thus far the 
statute has been interpreted to include individuals with AIDS,?? those 
who are hypersensitive to smoke,?* a transvestite,* an individual with 
a heart condition,”* an alcoholic student, individuals with learning 
disabilities,2” a kleptomaniac,”* individuals with epilepsy”? and diabe- 
tes,*° compulsive gamblers,** and drug addicts.*? While not all of these 
cases arose in the university context, they do give a sense of the broad 
definition of handicap under the Rehabilitation Act. Courts defining 
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handicap under Section 504, however, have denied protection to in- 
dividuals who were left-handed,** those with a fear of heights,** one 
with varicose veins,** one having occasional episodes of stress, depres- 
sion or mental exhaustion,** an individual with crossed eyes,*” one 
with post-traumatic-stress disorder,** and one who was chronically 
late.*° These individuals did rot qualify as handicapped under federal 
or state law.” 


DETERMINING ‘‘OTHERWISE QUALIFIED’’ 


Simply because a student or faculty member suffers from a legal 
handicap does not automatically entitle that person to relief from the 
college or university. The student or faculty member must also be 
‘“‘otherwise qualified’’ to perform the essential aspects of the program 
in spite of the handicapping condition. While colleges and universities 
need not fundamentally alter the nature of their programs, the law does 
require them to provide reasonable accommodations for handicapped 
students and faculty members.*’ Recently, a court held that a student 
with retinitis pigmentosa was not ‘‘otherwise qualified’ for an optom- 
etry program because he could not complete the clinical requirements,*” 
and another court has held that a student with deformed fingers was 
not ‘‘otherwise qualified’ for a physical therapy program because he 
could not perform the manipulations required for graduation.* It should 
be noted that in health-related academic programs, such as medical 
and nursing schools, courts have been particularly deferential to insti- 
tutional qualifications that relate to the safety of the student or others 
who may be harmed by the student.“ 

Determining whether a handicapped person is ‘‘otherwise qualified”’ 
to complete an academic program raises interesting legal points. What 
can be asked at the preadmission or prehiring stage? Who carries the 
obligation to indicate the existence of a disability that warrants special 
consideration both at the admissions/hiring stage and at the performance 
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stage? What happens when a student or faculty member fails to perform 
at the required level, is suspended or terminated, and then claims that 
a disability caused the inadequate performance? Must the institution 
readmit/rehire the individual? If so, what limitations are there? The 
Seventh Circuit, in Anderson v. University of Wisconsin,** addressed 
this issue when a law student claimed his inadequate performance 
related to his alcoholism. The University readmitted him and gave him 
two opportunities for rehabilitation. When he still failed to meet aca- 
demic requirements, he was dismissed. This dismissal was found not 
to violate the Rehabilitation Act. 

In my opinion, the University exceeded its legal obligation. While I 
certainly favor policies that go beyond the legal mandates, university 
counsel should be aware of the legal limitations. I believe that reason- 
able opportunity for rehabilitation in such instances is required. A 
university legitimately can ask why the disability was not made known 
earlier (i.e., before the failure) and whether the individual would not 
have failed even if some type of accommodation had been provided. 
These questions will not always be easy to answer, and each situation 
requires its own analysis. In some cases the individual has some 
responsibility to identify his or her handicap to the college or university. 
For example, learning-disabled students with poor undergraduate grades 
and poor LSAT/MCAT/GRE scores who do not take an accommodated 
test or otherwise indicate in the application process that they have a 
learning disability requiring special consideration in the admission 
process will have difficulty claiming discrimination if denied admis- 
sion.“ 

Defining what is a reasonable accommodation for a handicapped 
person closely relates to determining whether such person is otherwise 
qualified to complete the academic program. Accommodations at the 
university level take a number of forms—barrier-free design, academic 
modifications (light course loads, additional time to complete exams, 
waiver of certain courses), examination modifications (extra time, dif- 
ferent format, readers), auxiliary services (readers, interpreters, tutors), 
and other modifications. 

I frequently am asked exactly what must be provided and when. No 
magic checklist readily answers the question. Generally, one should 
ask whether an accommodation can be provided that will not funda- 
mentally alter the nature of the program, that will not result in a safety 
risk to the individual or others, and that will not impose an undue 
administrative or financial burden on the institution.*” This last concern 
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ill student’s admission to medical school not a violation of Section 504 because of 
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is subject to disagreement. Some believe that the law requires the 
university to provide needed accommodations, such as a sign-language 
interpreter, regardless of cost. The nondecision in Camenisch* leaves 
this question unanswered, but the undue-burden defense could serve 
as the basis for claiming financial inability to provide certain costly 
accommodations. I suspect, however, that most colleges and universities 
would prefer not to have their budgets subjected to the scrutiny that 
would result from claiming such a defense. If other courts adopt the 
reasoning of United States v. Board of Trustees for the University of 
Alabama, there may be some resolution to this issue. In that case, 
the Eleventh Circuit upheld the Department of Education’s interpreta- 
tion of its regulations under the Rehabilitation Act, prohibiting a uni- 
versity from denying auxiliary aids to handicapped students who did 
not demonstrate financial need. The court, however, recognized the 
defense of undue financial or administrative burden. 

Just as the cost/undue-burden issue remains unsettled, so do issues 
relating to the discretion of the faculty/institution to decide whether to 
waive a course and whether to provide an examination in a different 
format (for example, an essay rather than a multiple-choice test). Insti- 
tutional liability for a faculty member’s refusal to comply with the 
administration’s instruction to provide a handicapped student with a 
particular reasonable accommodation also remains unsettled. That issue 
arose in recent litigation involving a Berkeley mathematics professor 
who refused to allow a learning disabled student additional time for 
an examination although the university’s office for disabled-student 
services had recommended otherwise.*° The case raises the complex 
issue of who within a university has the authority to require certain 
accommodations—the office for disabled-student services, the head of 
the department, only the provost? It illustrates the importance of ad- 
dressing this question in institutional policies. 


THE IMPACT OF THE AMERICANS WITH DISABILITIES ACT 


On July 26, 1990, President Bush signed the Americans with Disa- 
bilities Act of 1990 (ADA).°* In what is viewed as the most significant 
civil-rights legislation in twenty-five years, Congress provided the 
groundwork for prohibiting discrimination in employment, programs 
and services of public accommodation, mass transit, and other areas 
where such discrimination occurs on the basis of disability. A detailed 
review of that legislation as it applies to colleges and universities 
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exceeds the scope of this Commentary.*? Some of its effects on higher 
education should be noted, however. 

Because the Rehabilitation Act of 1973 already covered most issues 
relevant to higher education and because most colleges and universities 
receive federal financial assistance, the ADA will not have a major 
impact on colleges and universities. The publicity surrounding the 
passage of the ADA may alert students, faculty, and staff with disabil- 
ities to the issues discussed in this Commentary, however, and an 
increase in litigation may result. 

Colleges and universities will need to ensure that any medical screen- 
ing programs (including drug screening programs) comply with the 
postemployment requirements of the ADA.™ Basically, under the ADA, 
an employer may require an applicant for employment to submit to 
medical examinations and answer medical inquiries but only after 
offering a position to such applicant and only if the employer requires 
all applicants who have been offered a position to submit to such 
examinations and inquiries.** Tests to detect the illegal use of drugs 
do not qualify as medical examinations under the ADA.** Additional 
confidentiality and other requirements apply to employee-screening 
programs. 

The ADA also addresses drug and alcohol use. The illegal use of 
drugs and alcohol, on the job or off, may be prohibited by an employer. 
Additionally, employers may subject employees to the same perform- 
ance standards regardless of their alcohol or drug problems. 

Still another issue that may have particular application to colleges 
and universities relates to campus-transportation programs. While col- 
leges need not immediately retrofit their existing equipment, they must 
henceforth purchase only accessible vehicles.*” A detailed review of 
this issue exceeds the scope of this Commentary, but college adminis- 
trators responsible for such systems should note this important change. 


ADVICE FoR UNIVERSITY COUNSEL 


In light of the current legal climate, what options exist for university 
counsel to avoid litigation and/or liability? Courts are reluctant to 
dismiss civil-rights claims. And even if ultimately the court imposes 
no liability, the institution has incurred significant costs in time, 
resources, and adverse publicity. University counsel can take several 
steps to avoid litigation, to the extent possible, and ultimately to 
succeed, if litigation occurs. 
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1. Policy Development 


University counsel should take a leading role in the institution’s 
development of a well-considered and comprehensive policy relating 
to students, faculty, and staff with disabilities. Many institutions already 
have policies of some type, but often these are not truly comprehensive. 

The institution should assemble a number of individuals to develop 
the policy — including students, faculty, and staff with a variety of 
disabilities, as well as representatives from physical-plant departments, 
university health services, disabled-student-services programs, dean-of- 
students office, counseling and testing programs, academic advising, 
and registration. Perhaps a large group could ‘‘brainstorm’’ and provide 
feedback, while a smaller core group actually puts the policy on paper. 

The policy should, at a minimum, include the following:* 

(1) A definition of disabilities;** 

(2) A statement of eligibility for services and accommodations, 
i.e., medical/professional documentation of disabilities and 
academic or technical standards required for admission or 
participation; 

(3) Descriptions of prohibited discriminatory actions: 

(a) in admissions or enrollment; 

(b) in hiring, promotion, and retention; 

(c) in treatment of students with regard to participation in 
programs or activities and with regard to academic ad- 
justments; 

(4) A designation of the person or office responsible for coordi- 
nating services and accommodations; 

(5) A designation of the person or office responsible for ensuring 
legal compliance, including the investigation of grievances 
and the handling of inquiries;© 

(6) Written grievance procedures, including how differences be- 
tween faculty and students on the appropriateness of an 
accommodation or service will be resolved. 


Because of the unique aspects of certain departments, additional de- 
partmental policies may be necessary, e.g., for a law school or a medical 
program. 


2. Education 


University counsel also should recommend an ongoing educational 
program relating to disability issues. Initially, a comprehensive effort 





58. This policy uses that of the University of California as a model. 

59. A broad definition, using the language of the Rehabilitation Act of 1973 (29 
U.S.C. 794 (1988)), the Americans with Disabilities Act, and judicial interpretations of 
those definitions, is recommended. 

60. It is important that the individual handling grievances not be the same individual 
coordinating services, because of the obvious conflict-of-interest problems. 
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may require a ‘‘dog and pony show’’ on the road, i.e., to each depart- 
ment. For example, much misunderstanding still surrounds what a 
learning disability is, whether it is a real handicap, and what indivi- 
duals with disabilities on campus require. In addition to this ‘‘lecture 
type’’ education, it is important that written materials, such as the 
policy itself, be distributed regularly on campus. 

Many campuses employ excellent individuals within the office for 
disabled-student services or the affirmative-action office who can as- 
sume responsibility for such education. Indeed, on many campuses, 
such programs already exist. In addition to written policies many 
colleges have developed booklets describing various handicapping con- 
ditions, the resulting academic limitations, and the types of accom- 
modations that can compensate for these limitations. 


3. Confidentiality 


When an agent of the university knows of an individual’s disability, 
legitimate reasons may exist for disclosing that information to others. 
The university should balance these reasons against the disabled indi- 
vidual’s interest in not having that information disclosed. The institu- 
tion’s policy on disability must address the issue of confidentiality, 
including: 


(1) Who can be informed; 

(2) Who should be informed; 

(3) Who must be informed; 

(4) Who should not be informed; 

(5) When and how any related waivers should be obtained. 


The university agents most likely to know of a student’s disability 
are administrators in the handicapped-student service office, deans of 
students, admissions officers,. registrars, residence-hall advisors/coun- 
selors, student-health-center personnel, and student-counselling-center 
personnel. 

Those who may have a need to know include other students, faculty 
members, other administrators, campus police, professional boards of 
certification, prospective employers and data-collecting agencies and 
organizations. These individuals may need to know in order to protect 
the safety and health of the disabled individual, to provide appropriate 
accommodations, to determine the disabled individual’s competency 
for a particular profession, or to complete statistical analyses. The 
disabled individual may not want that status known because of concerns 
about privacy, discrimination, or stigma. In some cases these concerns 
justify nondisclosure. 





61. The Higher Education and Adult Training for people with Handicaps (HEATH) 
Resource Center at the American Council on Education may be of assistance in this 
regard. Their address is One Dupont Circle NW, Suite 800, Washington, DC 20036-1193. 
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The specific policies and practices that address these issues will 
depend on the specific handicapping condition (mental, health, ortho- 
pedic, or sensory impairment), the reason for disclosure, and the in- 
terests of the disabled person. For example, professors may need to 
know that a student has epilepsy in order to prepare a plan of action 
should a seizure occur during class. That student, however, may be 
concerned about stigma. A student with an alcohol problem may need 
to disclose this to a dean of students in order to obtain course-load or 
scheduling adjustments necessary to permit the student’s attendance at 
counseling sessions. That same dean of students, however, may face a 
dilemma if asked to certify that the student is competent to enter a 
particular profession. It may be helpful for a residence-hall advisor to 
know that a student has AIDS in order to warn that student should a 
contagious disease, such as chicken pox, appear on campus. That 
student, however, will have legitimate concerns about the stigma that 
could attach if others knew of the condition. Students with learning 
disabilities may need to disclose the condition to those able to make 
academic modifications, but may also be concerned about discrimina- 
tion or negative treatment as a result of such « disclosure. 

There are few precise rules covering confidentiality regarding the 
disability status of individuals on campus. The law in the area remains 
unsettled. As a general guideline, however, disclosure of a disability 
should be made only to those with a legitimate need to know. If 
possible, the university should inform the student of the fact that 
disclosure may be made to certain campus personnel and the reasons 
for which disclosure may be necessary. Although in many cases a 
waiver may not be required in order to disclose disabilities to others 
on campus who have a need to know, disclosure to people outside the 
university should occur only upon securing an appropriate waiver. The 
more likely the possibility of stigma (such as with AIDS, alcohol 
addiction, or emotional problems) the more important will be the use 
of care in disclosure. 


4. Barrier-free Issues 


Unfortunately, too frequently campuses build new buildings, move 
major programs, or implement transportation or similar programs with- 
out considering the implications and legal mandates relating to barrier- 
free design. Universities must recognize the mandates relating to 
barrier-free design, and physical-plant administrators, housing admin- 
istrators, campus transportation and parking administrators, and uni- 
versity architects must consider these issues. University counsel can 
play an instrumental role in prodding their memories. Ignoring reason- 
able requests for ramps, parking, restrooms, and similar facilities can 
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result in litigation.** Once the affected individuals decide to litigate, 
they are likely to ‘‘throw in the kitchen sink” in terms of the relief 
requested. Usually they seek changes that all universities should have 
made a decade ago, but, because of competing demands on resources, 
did not make. 

Involving individuals knowledgeable about design for disabled indi- 
viduals can be very helpful and can avoid costly retrofitting later. Many 
facilities on campus are unique—dormitories, libraries, and stadiums, 
for example—and require thoughtful consideration by knowledgeable 
individuals before making costly changes or new construction. 

Related to new construction and renovation is the issue of program 
relocation. When moving a program to a different facility, the issue of 
access should receive careful thought. University counsel must remind 
those on campus who make such decisions about this important issue. 

The ADA requires that new buses and other vehicles used for transit 
programs be accessible to the disabled. Plans should begin immediately 
for university transit programs. 


CONCLUSION 


It is always a challenge to analyze the legal requirements that relate 
to disabled students, faculty, and staff on campus. It can be a creative 
and rewarding experience to provide accommodations and to address 
these complex issues. University counsel are in a position to apprise 
top-level administrators of the potential liability and adverse publicity 
that can result upon a failure to make the appropriate changes and to 
implement the necessary policies and practices. 

Following some suggestions noted above should help to avoid un- 
necessary litigation and adverse publicity. The benefit to the disabled 
individuals will be full participation in the academic program; the 
benefit to all of us will be sharing in their contributions to society. 





63. See, e.g., Brown v. Washington Univ., CA No. 88-1907-C-5 (settled May 11, 
1990). 





NOTE 


Financial Aid in Higher Education: 
What’s Wrong, Who’s Being Hurt, 
What’s Being Done 


INTRODUCTION 


A system that dissuades minority access, twists academic choice, 
erodes campus participation, undercuts graduate study and gen- 
erates a billion dollars a year in defaults has something wrong 
with it. 


This indictment of the federal student-aid program, voiced by Theodore 
J. Marchese, then vice president of the American Association for Higher 
Education, evinces the tone of the financial-aid crisis which besets 
higher education. Student aid accounts for more than one-third of the 
Education Department’s $24 billion budget for fiscal 1990, yet tuition 
increases, inflation and the growing number of grant recipients have 
more than wiped out the effect of nominally increased federal grants 
to students.? Consequently, college debts are increasing as more stu- 
dents take out loans of greater amount.’ Not surprisingly, college 





1. Fiske, Student Debt Reshaping Colleges and Careers, N.Y. Times, Aug. 3, 1986, 
§ 12, at 34, col. 3. Although beyond the scope of this Note, the individuals and 
institutions that participate in, administer, and regulate the student-loan program, such 
as lenders, loan processors, loan-guarantee agencies, and the Department of Education, 
also contribute to the troubles besetting the federal financial-aid complex. See Myers, 
Lenders Assailed in Senate Investigation of Student-Loan Programs, Chron. Higher Educ., 
Oct. 3, 1990, at A29, col. 1 (quoting Georgia Senator Sam Nunn: ‘‘At this point in our 
investigation, we have yet to hear of a single part of the [federal] student-loan program 
that is working efficiently or effectively.’’). 

2. DeLoughry, As Inflation Eats Into the Value of Grants, Students on Illinois 
Campus Borrow More, Chron. Higher Educ., Feb. 7, 1990, at A27, col. 3 (noting that 
the nominal increase in federal student grants of 31% between 1980 and 1990 actually 
represents a 17% decline after inflation). 

3. A report recently released by the U.S. Department of Education draws a dim 
picture of students graduating with college-related debt: 


1977 1986 
Percentage of Students Graduating with Debt: 34% 50% 
Median Debt of Graduating Students: $2,000 $4,800 
Median Annual Income after Graduation: $10,000 $18,600 
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students’ growing reliance on loans has heightened the risk of student- 
loan defaults.t For many students, the decision whether to attend 
college now involves the decision whether to obtain large student loans 
and to risk defaulting on them. 

The federal student-aid program, however, constitutes only one ele- 
ment of several causally related adverse developments: (1) a decade of 
college-tuition increases that outpaced inflation;’ (2) changes in the 
federal-tax laws that increased the costs of financing a postsecondary 
education for both students and schools;* and (3) a shift in emphasis 
of federal-aid policy from grants to loans.? These developments have 
created an environment in which financing a college education repre- 
sents a formidable, if not impossible, task. Faced with spiraling tuition 
rates, federal grants whose purchasing power has eroded, and the 
prospect of mounting debt burdens upon graduation, students are 
enrolling in lower-cost institutions,® dropping out of college,® or for- 
going college altogether.*° Although the financial-aid crisis has touched 
students of all socioeconomic classes, it has affected low-income and 
minority students most severely." 





Average Repayment Period: 5 years 10 years 
Monthly Repayment as a Percentage of Gross 
Income (five-year repayment period): 5.2% 6.5% 
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Responses to the financial-aid crisis in higher education have emerged 
from the federal, state and private sectors. The terms of individual 
programs vary, but one theme runs through many: the favoring of loans 
over grants.* The untoward consequences of this policy already have 
appeared: Some students entirely forgo college, and those who do 
attend graduate with debt levels that dictate their career choices." 
Acknowledging these unfavorable developments, both federal** and 
state*® legislators and higher-education officials have turned toward 
savings plans, which provide the appearance of political responsiveness 
to the problem yet continue to place the burden of financing a college 
education on students and their parents.’ 

This Note first analyzes the three factors that have contributed to the 
current financial-aid crisis: (1) the rising cost of tuition; (2) adverse 
changes in the federal-tax laws; and (3) the shift in emphasis of federal 
and state policies from grants to loans. The Note next discusses the 
responses to this crisis at the federal and state levels, and assesses their 
relative merits. The underlying objective of this Note is to place the 
components of the financial-aid puzzle in a manageable framework to 
promote more informed and effective policy choices. 


I. THE Roots OF THE FINANCIAL-AID CRISIS IN HIGHER EDUCATION 


The critical situation currently facing postsecondary-student aid sprang 
not from a single source but from a confluence of developments exac- 
erbating one another’s adverse effects. These developments include 
spiraling tuition rates, the enactment of the Tax Reform Act of 1986, 
and the substitution of loans for grants in financial-aid packages. 


A. College Costs During the 1980s 


1. Tuition Increases Outpace Inflation 


In the 1980s, the average annual growth in tuition and fees for all 
institutions of higher education outpaced the average annual increase 





12. “The rules about paying for college have changed. We've said to young people: 
‘If you want a higher education, here’s a loan. Pay for it yourself.’’”’ Fiske, supra note 
1. 

13. See Werner, Study Voices Fear That College Debt Will Burden Lives, N.Y. Times, 
Dec. 29, 1986, at Ai, col. 4; Rubin, Glum Reality of Borrowing for a Bright Future, N.Y. 
Times, Nov. 15, 1981, § 12, at 40, col. 1. 

14. See infra notes 244-48 and accompanying text. 

15. See infra notes 260-67 and accompanying text. 

16. Of course, governmental programs which encourage students and their families 
to save for the cost of a future college education through tax concessions do impose 
financial costs on the government itself in the form of tax expenditures, a type of indirect 
government subsidy measured by federal revenue losses stemming from exclusions, 
deductions, or credits. 
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of the Consumer Price Index.’” From academic years 1980-81 to 1988- 
89, college costs rose 118% at private institutions, 77% at public four- 
year institutions, and 65% at public two-year schools.** Disposable 
income per person, however, rose only 67% during the same period. 
Accordingly, college became less affordable for the average family over 
the past decade as income failed to rise at the same rate as the cost of 
attending college.” 


2. Factors Influencing Tuition Increases 


Faced with increased criticism over tuition increases,” colleges and 
universities have cited a number of factors to justify their pricing 
practices. These factors include new demands by parents and students 





17. R. WILENSKY, TRENDS IN THE PUBLIC AND INDEPENDENT SECTORS OF HIGHER EDUCATION 
15 (Education Commission of the States Working Paper No. PS-88-13, 1988). In the 
period from 1980 to 1988, tuition and fees rose at an annual rate five percentage points 
higher than the annual increase in the Consumer Price Index. In academic year 1990-91, 
tuition rates rose eight percent at private four-year institutions and seven percent at 
public four-year institutions. Evangelauf, Fees Rise More Slowly This Year, but Surpass 
Inflation Rate Again, Chron. Higher Educ., Oct. 3, 1990, at Ai, col. 3. Although 1990- 
91 tuition rates rose more slowly than 1989-90 rates, they still outpaced inflation as 
measured by the Consumer Price Index. Id. at A36, col. 3. 

18. Wilson, Student Aid Rises 8.3 Pct. in 1988-89; Total Reaches $26.7 Billion, Three- 
Fourths from Federal Funds, Chron. Higher Educ., Sept. 6, 1989, at A29, col. 2. The 
figures quoted are not adjusted for inflation. Some private colleges and universities, 
however, pressed by a weak economy and competition from public colleges and univer- 
sities, have reduced their tuition-rate increases for academic year 1991-92. Mitgang, 
Private Universities Put the Brakes on Tuition, South Bend Tribune, Feb. 23, 1991, at 
A11, col. 1. 

19. See Wilson, supra note 18. 

20. Cf. Werner, College Cost Burden on Families Called Stable, N.Y. Times, Aug. 
26, 1986, at Ci, col. 1 (study suggesting that most middle-income families with children 
in college, except in selective colleges and universities, do not contribute a significantly 
greater share of family income than parents did a decade earlier). 

Perennial tuition increases in excess of inflation during the 1980s met with salvos of 
protest from all quarters of higher education. See Fiske, Tuitions Hit New Peak, Igniting 
a Bitter Debate, N.Y. Times, May 12, 1987, at Ai, col. 4. Then-Secretary of Education 
William J. Bennett led the assault from the Reagan Administration, pillorying college 
administrators for increasing tuition at rates far in excess of annual inflation measures, 
and claiming that ‘‘[hjigher education is not underfunded. It is under-accountable and 
under-productive.”” Bennett, Our Greedy Colleges, N.Y. Times, Feb. 18, 1987, at A31, 
col. 1, col. 2. From the college ranks, students articulated their disapproval through 
marches and sit-ins. See, e.g., Wilson, After Big Rise in the 80’s, Momentum Toward 
Higher Tuition is Slowing, N.Y. Times, Mar. 8, 1990, at A16, col. 1. Protests continue 
despite signs that colleges and universities are reining in their annual tuition increases, 
which reached as high as twenty percent at public institutions for academic year 1983- 
84. Id. 

For a recent state-by-state survey of college and university enrollments, tuitions, fees, 
expenditures and state and federal funding, see Chron. Higher Educ., Sept. 5, 1990 
(Almanac), at 29-88. 

21. See infra notes 38-43 and accompanying text. 
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for computers and other expensive amenities,?? increased competition 
for a shrinking pool of college-age students,” expanded efforts to 
diversify the student body,‘ higher financial-aid costs borne by colleges 
and universities,2> heightened competition for quality faculty,?* ‘‘phys- 
ical plants in dire need of improvements,’’?” and the reduction in 
federal student-aid programs.”* College administrators further argue that 
the consumer mentality—i.e., equating price with quality—not only 
reduces the competitive incentive to lower tuition and fees, but makes 
it dangerous to do so.” 

A related argument contends that students and their parents view 
higher education as an investment, and high tuition signals an invest- 
ment in quality.*° Some experts suggest that higher eduction is a 
‘discounting industry’’** in which schools, rather than offer lower 
prices generally, charge ‘‘full price’’ and extend discounts in the form 
of financial-aid packages to entice prospective students who otherwise 
might attend another school. Some college officials even question the 
comparison between tuition increases and the Consumer Price Index, 
arguing that ‘‘colleges deal with a generally higher costing ‘market 





22. Berger, College Officials Defend Sharply Rising Tuition, N.Y. Times, Mar. 23, 
1988, at B8, col. 1. 

23. Id. 

24. The additional costs attendant to diversification of the student body include ‘‘the 
hiring of recruitment staff, large infusion of financial aid, and more counselors and 
remedial instructors.” Id. 

25. Id. From academic year 1980-81 to academic year 1988-89, financial aid awarded 
by all higher educational institutions rose 85.9% in constant (1988) dollars. Wilson, 
supra note 18, at A31, col. 1. 

26. Berger, supra note 22, at B8, col. 1. See Hechinger, Rise in College Costs 
Challenged, N.Y. Times, Dec. 9, 1986, at C11, col. 1. Faculty salaries, like salaries 
generally, tend to increase at a rate faster than inflation. One Man’s View of Rising Costs, 
N.Y. Times, Nov. 16, 1982, at C1, col. 1. See Fiske, Of Time and Professors and the 
Cost of College, N.Y. Times, Nov. 25, 1987, at B10, col. 5. Also, some school officials 
suggest that annual salary increases that exceed the rate of inflation are necessary to 
compensate faculty for the ‘‘nationwide erosion in salaries between 1973 and 1981,” 
when inflation reached double digits. Ilchman, The Pain of Balancing a College Budget, 
N.Y. Times, Sept. 11, 1987, at A31, col. 2. 

27. Hechinger, supra note 26. 

28. ‘‘[T]he rate of growth in independent college tuitions has paralleled [sic] the 
trends in federal financial aid. When federal aid rose fastest, the rate of tuition growth 
was the slowest and vice-versa. The relationship is clear. The real dollar decrease in 
federal financial aid programs has been translated into one element of higher independent 
college tuitions.’’ D. Curry, FINANCING THE STUDENT Costs OF HIGHER EDUCATION: CONSID- 
ERATIONS FOR EFFECTIVE AccEss 4 (Education Commission of the States Working Paper No. 
PS-88-5, 1988). 

29. This logic, termed the ‘‘Chivas Regal’’ argument, also explains the practice of 
some schools to “‘ ‘artificially’ raise tuitions” for no apparent reason. Fiske, The Cost of 
a Degree: Counting the Factors, N.Y. Times, Mar. 23, 1988, at B8, col. 5. 

30. Fiske, How Tuition Costs are Set: An Education in Itself, N.Y. Times, May 14, 
1987, at B13, col. 1. 

31. Id. 

32. Id. 
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basket’ of goods.’’** Finally, some college officials** cite the financial 
vacuum created by (1) reduced federal appropriations for education 
and (2) tax-law changes reducing charitable gifts to schools.** This 
vacuum, coupled with the fear that states will not provide the extra 
funds to fill it, has forced institutions to ‘‘rely on tuition as a very 
important source of revenue.’’’ 

Critics of college-tuition pricing policies counter the foregoing expla- 
nations by arguing that colleges and universities are simply ‘‘under- 
accountable and under-productive’’ enterprises** sheltered from the 
competitive forces of the marketplace.*® They further counter that in- 
stitutions of higher education raise their prices to ‘‘what the market 





33. Id. This practice, also known as ‘‘efficient pricing,’’ acknowledges and attempts 
to capitalize on the elastic, or price-sensitive, and nonelastic segments of the student 
population’s demand for educational services. The nonelastic segment represents those 
students who would attend a given institution regardless of price—up to a point. Schools 
hope to charge these students full price. The elastic segment represents those students 
who consider price when deciding between competing schools. By lowering prices 
through grants or loans to these students, schools can capture a larger share of the market 
for educational services. 

The ultimate cost of the foregoing practice is borne by those students who do not 
receive tuition discounts or incentives—usually the more affluent students for whom cost 
is relatively less significant. For this reason some experts refer to this practice as the 
‘Robin Hood syndrome.’’ Berger, supra note 22, at B8, col. 1. The president of Tulane 
University, Eamon M. Kelly, openly acknowledged this phenomenon: ‘‘Our policy is 
total Robin Hood. We put our tuition up as high as possible and then put most of the 
extra money into financial aid.’’ Fiske, supra note 30, at B13, col. 1. 

34. Berger, supra note 22, at B8, col. 1. One college president argues that institutions 
of higher education are inefficient ‘‘in fact’’ as well as ‘‘in principle,’’ thus comparisons 
based on efficient-market theories are inherently flawed: ‘‘It is very difficult to pretend 
to any level of efficiency when you produ:e items that never have been or never will be 
marketable.’’ O’Brien, College Is Not a Product, N.Y. Times, Feb. 12, 1987, at A31, col. 
1. See O’Brien, What Does Education Really Cost?, N.Y. Times, Aug. 23, 1987, § 4, at 
23, col. 1; Cater, To Secretary Bennett: What Greed?, N.Y. Times, Mar. 16, 1987, at A19, 
col. 2. 

35. See infra notes 213-16 and accompanying text. 

36. See infra notes 55-75 and accompanying text. 

37. Cage, In the Tough Battle Over Tuition Increases, Former Adversaries Seek a 
Middle Ground, Chron. Higher Educ., Feb. 14, 1990, at A23, col. 2. Recognizing this 
concern held by college and university officials about inadequate state funding, legislators 
in some states have increased state appropriations for higher education in return for 
guaranties of smaller tuition increases; thus, legislators use the state purse as ‘‘a carrot, 
not a stick.’’ Id. Current budget deficits in many states, however, promise to hamper 
state legislators’ ability to use increased appropriations as incentive to limit tuition 
increases. See Cage & Blumenstyk, State Budget Deficits Force Many Public Colleges To 
Postpone Faculty Raises and Freeze Projects, Chron. Higher Educ., Oct. 3, 1990, at A1, 
col. 2. 

38. See, e.g., Bennett, supra note 20, at A31, col. 2. 

39. But see O’Keefe, Where Does the Money Really Go?, CHANGE, Nov./Dec. 1987, at 
12, 33 (arguing that college-cost increases stem largely from the competition among 
colleges and universities for students, causing such schools to increase expenditures on 
student programs and amenities, physical-plant improvements and additions, recruitment 
staff and student counselors). 
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will bear’’ because they can, not because they must.” Critics also 
charge that college and university administrators exploit the willingness 
of many students and their parents to pay premiums for quality.*’ They 
dispute the claim that reductions in federal spending on higher edu- 
cation are responsible for the ‘‘tuition spiral.’’*? Rather, the critics argue 
that federal student aid in fact increased during the 1980s, providing 
colleges and universities with a constant flow of funds to support 
higher tuition levels.“* Finally, some experts view current tuition- 
pricing policies as only one dimension of a larger problem: the struc- 
tural, institutional inability of several colleges and universities to con- 
tain their costs and control their budgetary processes.“ 





40. Hechinger, supra note 26, at Cii, col. 1 (quoting then-Secretary of Education 
William J. Bennett). Professor Howard R. Bowen, a specialist in the economics of higher 
education, already had captured the essence of Mr. Bennett’s criticism in his five ‘‘laws 
of higher educational costs’’: 

1. The dominant goals of institutions are educational excellence, prestige, and 
influence. 

2. In quest of excellence, prestige, and influence, there is virtually no limit 
to the amount of money an institution could spend for seemingly fruitful 
educational ends. 

3. Each institution raises all the money it can. 

4. Each institution spends all it raises. 

5. The cumulative effect of the preceding four laws is toward ever increasing 
expenditures. 

H. Bowen, THE Costs oF HIGHER EDUCATION 19 (1980). Discussing these ‘‘laws,”’ 
Bowen concludes as follows: 

The incentives inherent in the goals of excellence, prestige, and influence are 

not counteracted within the higher educational system by incentives leading to 
parsimony or efficiency . . . . The duty of setting limits thus falls, by default, 
upon those who provide the money, mostly legislators and students and their 
families. 

Id. at 20 (emphasis added). 

41. The statement of one college president clearly indicates that college administrators 
are aware of the conspicuous consumption mentality present in the higher-educational 
industry: ‘‘‘Just like any important part of life, most Americans believe you get what 
you pay for.’’’ Berger, supra note 22, at B8, col. 1. For college officials’ explanations of 
their tuition-pricing policies, see supra notes 29-30 and accompanying text. 

42. Berger, supra, note 22, at B8, col. 1. 

43. “If anything, increases in financial aid in recent years have enabled colleges and 
universities blithely to raise their tuitions, confident that Federal loan subsidies would 
help cushion the increase.’’ Bennett, supra note 20, at A31, col. 1. Cf. McPherson, 
Schapiro & Winston, Recent Trends in U.S. Higher Education Costs and Prices: The Role 
of Government Funding, 79 Am. Econ. REv. 253, 255 (1989) (concluding, based on results 
from an econometric model, that reduced rates of growth of federal higher-educational 
spending during the 1980s have contributed to rapid tuition increases). 

44. Zemsky & Massy, Cost Containment: Committing to a New Economic Reality, 
CHANGE, Nov./Dec. 1990, at 16. Officials at some colleges and universities seem to agree 
with this assessment and have undertaken substantial administrative restructuring and 
downsizing to regain control of costs. See, e.g., Blumenstyk, Competing Priorities, 
Shrinking Budget Presage a Tough Year for Connecticut Higher Education, Chron. Higher 
Educ., Jan. 30, 1991, at A25, col. 2 (noting that Connecticut’s $2.2 billion budget deficit 
has led lawmakers to call for further tuition increases and has private-college lobbyists 
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B. The Impact of the Tax Reform Act of 1986 on Higher Education 


The second development contributing to the financial morass envel- 
oping higher education involves the changes in the federal-tax laws 
wrought by the Tax Reform Act of 1986,** signed into law by President 
Reagan on December 22, 1986.*° The tax-reform debate which resulted 
in the 1986 Act centered around two unrelated themes: ‘‘comprehensive 
taxation,’’*” or taxing all income at identical rates regardless of its 
source, and ‘“‘low marginal rates to boost productive economic activ- 
ity.’’*® With these twin objectives as its foundation, coupled with an 
additional goal of revenue neutrality,*® the 1986 Act generally eliminates 
preferential deductions, exclusions and credits, replacing them with 
lower marginal tax rates applicable to more sources of income.* 





working to protect Connecticut’s $12.1 million financial aid program; Gardner, Warner 
& Biedenweg, Stanford and the ‘Railroad: Case Studies of Cost Cutting, CHANGE, Nov./ 
Dec. 1990, at 23; Harrison, With Falling Enrollment and a $24-Million Deficit, Farleigh 
Dickinson U. Prepares for Retrenchment, Chron. Higher Educ., Oct. 31, 1990, at A31, 
col. 2; Nicklin, Liberal-Arts Colleges Face Up to Cost-Saving Measures but Fear Their 
Character May Be Affected, Chron. Higher Educ., Jan. 30, 1990, at A1i9, col. 2 (quoting 
one college administrator as saying that his institution ‘‘no longer can rely on increased 
tuition rates to cover higher operating costs’’ but must resort to consolidating jobs, 
delaying construction projects, and reducing financial aid); see generally Charbotar & 
Honan, Coping with Retrenchment: Strategies & Tactics, CHANGE, Nov./Dec. 1990, at 28; 
Stout, Cavazos Urges Colleges To Curb Spending To Keep Higher Education Affordable, 
Wall St. J., Nov. 27, 1990, at A24, col. 1. 

45. Pub. L. No. 99-514, 100 Stat. 2085 (1986) [hereinafter the ‘1986 Act’’]. Legislative 
history of the 1986 Act is located in the Committee Reports to the House Bill (H.R. Rep. 
No. 426, 99th Cong., ist Sess. (1985)), the Senate Bill (S. Rep. No. 313, 99th Cong., 2d 
Sess. (1986)) and the Conference Committee Agreement (H.R. Rep. No. 841, 99th Cong., 
2d Sess. (1986)). 

46. Many of the tax-law modifications enacted during the Reagan Administration 
have disadvantaged higher education, with the 1986 Act inflicting the most damage. 
Higher education, however, seems not to have been the primary target of the Adminis- 
tration and Congress, but only an innocent victim: ‘“‘Although many of the changes [in 
the federal tax laws] taken singly have merit, their cumulative effect appears to be an 
unstated, and perhaps unintended, educational policy that discourages rather than en- 
courages higher education activity.”’ Philipps & Bullivant, The Ill Effects of Mid-1980s 
Tax Policy on Higher Education, 6 Akron Tax J. 45, 46 (1989). 

47. Clotfelter, Life After Tax Reform, CHANGE, July/Aug. 1987, at 12, 14. Comprehen- 
siveness, in this context, implies a ‘‘broadening of the tax base.” Id. 

48. Id. at 14. This notion derives from the supply-side theories that characterized the 
Reagan Administration’s economic policies. Id. 

49. That is, maintaining tax revenues at their pre-1986 Act levels. Hoyt, The Impact 
of the Tax Reform Act of 1986 on Legal Education and Law Faculty, 36 J. LEGAL Epuc. 
568, 569 (1986). See Auten & Rudney, Tax Reform and Individual Giving to Higher 
Education, 31 Tax Notes 935, 943 (1986). 

50. Prior to 1986, individuals faced graduated tax brackets ranging from eleven percent 
to fifty percent; the 1986 Act ‘‘streamlined”’ the tax structure by reducing the number 
of brackets as well as the corresponding marginal tax rates, which thereafter ranged from 
fifteen percent to twenty-eight percent and included a five-percent surtax, or thirty-three- 
percent rate, imposed on certain middle-income taxpayers. I.R.C. § 1 (1986). The surtax 
phased out the benefits of the fifteen-percent rate and the personal exemption (a type of 
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Because colleges and universities historically enjoyed preferential tax 
treatment,*? it is not surprising that the 1986 Act adversely affects 
higher education.” 

The 1986 Act harms higher education in three ways: (1) it increases 
the cost of charitable donations to postsecondary institutions; (2) it 
raises the costs borne by families seeking to finance their children’s 
college educations; and (3) it raises an institution’s operating costs.* 


1. Charitable Contributions 


Charitable contributions, which include donations to colleges and 
universities,*> permit the donor to deduct the amount of the contribution®* 
when computing taxable income.*” The 1986 Act increased the after- 
tax cost of such contributions,** thereby reducing the economic incen- 
tive to engage in charitable giving.® 





deduction, see I.R.C. § 151 (1986)) of the taxpayer, the taxpayer’s spouse, and any 
dependents. I.R.C. § 1(g) (1986). See generally Chiechi, Atkinson & Galston, Impact of 
the 1986 Tax Reform Act on Exempt Organizations, 66 J. TAx’N 344 (1987). In 1990 
Congress amended the rate structure, repealing the five-percent surtax and replacing it 
with a third tax bracket of thirty-one percent. Omnibus Budget Reconciliation Act of 
1990, Pub. L. No. 101-508, § 11,101(a), 104 Stat. 1388, __ (1990) [hereinafter the 
‘1990 Budget Act’’]. 

51. These additional sources simply are those that, owing to the repeal of a particular 
deduction or exclusion, no longer escape taxation. 

52. For a general discussion of the past preferential treatment accorded higher edu- 
cation, see Phillips & Bullivant, supra note 46, at 46 n.4 and sources cited. 

53. The director of governmental relations at Stanford University offered this assess- 
ment of the 1986 Act: 

We took a bath on the tax bill which was even dirtier and uglier than we had 
feared. We lost on every major issue. It may be that no other institutions are 
as adversely affected by the changes in the tax bill as are universities, especially 
private universities. 
Werner, The Tax Bill of 1986: Concerns and Complaints Emerge, N. Y. Times, Aug. 21, 
1986, at D15, col. 1. This ‘‘death-knell’’ for higher education may not be warranted, 
however. Lower marginal tax rates established by the 1986 Act may leave some colleges 
and universities with lower tax bills overall, despite the loss of certain favorable provi- 
sions. See Hoyt, supra note 49, at 574. 

54. Id. at 14-15. 

55. ILR.C. § 170(c)(2)(B), (c)(4) (1954). 

56. I.R.C. § 170(a)(1) (1954). 

57. Auten & Rudney, supra note 49, at 939. See Philipps & Bullivant, supra note 46, 
at 47. 

58. Whether this reduced incentive will result in a long-term decline in gifts to 
higher educational institutions is unsettled. Hoyt, supra note 49, at 575 n.23. Common 
sense suggests that increasing the costs of an activity decreases the amount of that 
activity. But as to charitable giving, experience suggests otherwise: Despite historical 
evidence of the increasing ‘‘price’ of charitable donations due to tax reforms, such 
donations to higher education have continued to rise, although they have fallen as a 
percentage of disposable income. Auten & Rudney, supra note 49, at 942. Nevertheless, 
both empirical data and theoretical research indicate that this decreased economic 
incentive to make charitable donations leads to fewer gifts to colleges and universities. 
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a. Lower Marginal Tax Rates 


An increase in a charitable donor’s marginal tax rate reduces, all 
other things being equal, the after-tax cost of making the charitable 
donation.” Accordingly, the overall reduction in marginal tax rates* 
accomplished by the 1986 Act increases the ultimate cost of any 
particular gift. 


b. Elimination of the Deduction for Nonitemizers 


Prior to the 1986 Act, taxpayers who chose not to itemize their 
deductions were able to take an ‘‘above-the-line’’ deduction® for char- 
itable contributions. The 1986 Act, however, entirely eliminated the 
deduction for nonitemizers. Consequently, for those donors who choose 
not to itemize their deductions, the after-tax cost of the contribution 
will equal the amount of the gift itself. The confluence of an increase 
in the number of nonitemizing taxpayers® and an increase in the after- 
tax cost of charitable donations creates a dim outlook for future gifts 
to colleges and universities by individuals.“ 





Philipps & Bullivant, supra note 46, at 48 n.17; Auten & Rudney, supra note 49, at 941- 
42. 

59. See, e.g., Hoyt, supra note 49, 574-75; Philipps & Bullivant, supra note 46, at 
48. Generally, a tax-deductible charitable gift will reduce a taxpayer’s ultimate tax liability 
by an amount equal to the product of the gift amount multiplied by the taxpayer’s 
marginal tax rate. Accordingly, a higher marginal tax rate ordinarily will result in a 
greater reduction in taxes for any particular gift. 

60. See supra note 59. 

61. Above-the-line deductions refer to those deductions allowed by § 62 of the Internal 
Revenue Code of 1954; they are subtracted from the taxpayer’s gross income to calculate 
adjusted gross income. A. GUNN & L. WARD, FEDERAL INCOME TAXATION 20 (2d ed. 1988). 

62. LR.C. § 170(i) (1954). 

63. Figures gathered by the Internal Revenue Service prior to 1986 indicate that 
approximately sixty percent of U.S. taxpayers do not itemize. Philipps & Bullivant, supra 
note 46, at 50. Further, a study prepared for the Joint Committee on Taxation estimated 
a twenty-five percent decline in the number of nonitemizers due to the increase in the 
standard deduction alone, which nonitemizers receive in lieu of individual deductions. 
Id. at 50 n.27. ‘‘This means that approximately 70 percent of all taxpayers will not 
itemize under post-1986 law.”’ Id. at 50. 

64. During academic year 1987-1988, ‘‘voluntary support’’ for higher education fell 
3.5% from the prior academic year, while support from alumni and other individuals, 
who collectively account for 48.4% of all voluntary support, fell 13% and 6.7%, 
respectively. Chron. Higher Educ., Sept. 6, 1989 (Almanac), at 23. Interestingly, a study 
conducted in 1987, employing an econometric model to gauge the impact of higher 
marginal tax rates and the elimination of the charitable-contribution deduction for 
nonitemizers, estimated that ‘‘total contributions would be some 15 to 16 percent lower 
in 1988 under [the 1986 Act] than they would have been had the 1985 law continued to 
be in place.’’ Clotfelter, supra note 47, at 15. But see Auten & Rudney, supra note 49, 
at 939 (arguing that the elimination of tax shelters and other loopholes by the 1986 Act 
will actually reduce the price of charitable donations for some wealthy taxpayers who 
currently pay little or no tax due to these shelters and loopholes). 
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c. Taxation of Gains on Donated Appreciated Property 


The 1986 Act still permits taxpayers who make charitable contribu- 
tions of appreciated capital-gain property to deduct the fair market 
value of the property contributed.* The 1986 Act, however, requires a 
taxpayer to include in the taxpayer’s alternative minimum taxable 
income® that portion of the fair market value which represents unre- 
cognized appreciation.” For individuals, the 1986 Act levies a twenty- 
one percent tax rate on alternative minimum taxable income.® Because 
of the lower marginal rates established by the 1986 Act,” taxpayers 
who donate appreciated property to charitable organizations, including 
colleges and universities, likely will face higher income-tax liability 
due to the alternative minimum tax (AMT).” 





65. I.R.C. § 170(b)(1)(C)(i) (1986). The deduction, however, ‘‘shall not exceed 30 
percent of the taxpayer’s contribution base’’ for the taxable year. Id. ‘‘Contribution base”’ 
is an amount equal to the taxpayer’s adjusted gross income. I.R.C. § 170(b)(1)(F) (1986). 

66. Congress introduced the concept of the alternative minimum tax, or AMT, into 
the federal-tax laws in 1969 to prevent wealthy taxpayers from avoiding most or all 
income-tax liability. A. Gunn & L. Warp, supra note 61, at 377. Congress tightened the 
AMT rules in the 1986 Act for much the same reason. See H.R. Rep. No. 426, 99th 
Cong., 1st Sess. 305-6 (1985); S. Rep. No. 313, 99th Cong., 2d Sess. 518-19 (1986). The 
1986 Act requires the taxpayer to pay, in addition to the taxpayer’s regular federal- 
income tax liability, the excess of the ‘‘tentative minimum tax for the taxable year’’ over 
the regular tax for that taxable year. I.R.C. § 55(a) (1986). In other words, if the taxpayer’s 
AMT is greater than the taxpayer’s regular income tax liability, then the AMT is the 
amount payable. 

67. ILR.C. § 57(a)(6)(B) (1986). The 1990 Budget Act amends § 57(a)(6)(B), limiting 
that section’s application to property other than ‘‘tangible personal property’’; thus, the 
section will continue to apply to gifts of stocks or real estate. 1990 Budget Act, supra 
note 50, § 13,344, 104 Stat. at ___. 

68. I.R.C. § 55(b)(1)(A) (1986). The 1990 Budget Act increases the AMT rate from 
twenty-one to twenty-four percent, beginning in 1991, thereby retaining the difference 
of seven percent between the AMT rate and the maximum regular tax rate. 1990 Budget 
Act, supra note 50, § 11,102, 104 Stat. at ___. 

69. See supra note 50. 

70. That is, because the difference between the alternative minimum tax rate and the 
regular tax rates has been reduced to about seven percentage points, the question of 
whether an individual taxpayer will face the AMT depends largely on the size of the 
taxpayer’s tax base against which either rate applies. Because the 1986 Act includes the 
unrealized appreciation of donated property in the alternative minimum tax base, such 
donations increase the likelihood that the donor’s AMT will exceed the regular income- 
tax liability, in which case the taxpayer will have to pay the higher amount. Thus, 
taxpayers worried about the possible imposition of the AMT may decide to defer or to 
forego making any charitable contributions. See Philipps & Bullivant, supra note 46, at 
48 


The 1990 Budget Act deals an additional blow to charitable contributions by imposing 
a limit on the itemized deductions of wealthy taxpayers: it reduces such deductions by 
three percent of the taxpayer’s income exceeding $100,000. 1990 Budget Act, supra note 
50, § 11,103(a), 104 Stat. at ___. College officials, however, expect the impact of the 
new limits on charitable donations to be negligible. Jaschik, Museums, Medical Schools, 
and Student Workers Are Among the Winners in Congress’s Tax Bill, Chron. Higher 
Educ., Nov. 7, 1990, at A18, col. 2, A23, col. 5; Jaschik, Congress Poised To Place New 
Limits on Tax Deductions, Chron. Higher Educ., Oct. 31, 1990, at A17, col. 4. 
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The 1986 Act’s revision of the AMT rules reflects a broader federal 
policy to shift more of the cost of charitable contributions from the 
government to the contributor by reducing the subsidy previously 
extended to such contributions.”’ A taxpayer who contemplates making 
a charitable gift of appreciated property now must consider whether 
the gift will cause the taxpayer to incur the alternative minimum tax.”? 
This consideration reduces the economic incentive to make charitable 
gifts of appreciated property. Indeed, this additional hindrance already 
seems to have dampened charitable giving.”? Because educational in- 
stitutions receive approximately forty percent of their charitable dona- 
tions in the form of appreciated property, the impact on these institutions 
will likely be severe.”* The outlook grows dimmer if one considers that 
higher-income taxpayers, for whom the AMT is a genuine concern, 
contribute approximately seventy percent of the gifts exceeding $5,000 
received by colleges and universities.’® 


2. Financing a Student’s College Education 


As Congress pared the special deductions and credits from the tax 
laws and closed numerous loopholes” in an effort to restore ‘‘efficiency, 
equity and simplicity’ to the tax system, it eliminated many tax- 
motivated strategies used by families to finance their children’s college 
education.”* Although the higher-education industry does not seem to 


have been a primary target of tax reform,” Congress could not except 
higher education without contradicting the policies underlying the 
reform itself. Consequently, students and their parents bid farewell to 
three provisions in the tax laws which had reduced the ultimate cost 
of a college degree: (1) popular measures permitting income-splitting;” 





71. Chiechi, Atkinson & Galston, supra note 50, at 344 (‘‘All other things being 
equal, the Government will subsidize a smaller portion of each charitable dollar donated 
than it did under prior law.’’). 

72. See, e.g., Philipps & Bullivant, supra note 46, at 49 n.19. 

73. Cox, New Figures Show Growth in Donations Has Slackened, Wall St. J., June 13, 
1988, at 19 (referring to one study indicating the rate of growth of charitable gifts has 
fallen below that of 1986). 

74. Institutions Dependent on Charity Brace for the Effects of the Tax Bill, Wall St. 
J.. Aug. 25, 1986, at 19, col. 4. 

75. Abbin, Tax Reform Will Affect Charitable Giving of Appreciated Property, 33 Tax 
Notes 675 (1986); Lindsey, Gifts of Appreciated Property; More To Consider, 34 Tax 
Notes 67 (1987); Hoyt, supra note 49, at 577. 

76. Auten & Rudney, supra note 49, at 936 n.3. 

77. Hoyt, supra note 49, at 572. 

78. Clotfelter, supra note 47, at 14. 

79. See Philipps & Bullivant, supra note 46, at 46. But see Gutman, Education for 
the Rich. . ., N.Y. Times, Aug. 28, 1986, at A23, col. 1 (referring to the changes effected 
by the 1986 Act as ‘‘anti-education provisions’’); Werner, supra note 53, at col. 4 (quoting 
the press secretary to Missouri Senator John C. Danforth). 

80. Income-splitting refers to the practice of assigning, or ‘‘splitting,’’ the income 
produced by property to someone other than the owner of the underlying property; the 
income transferred is then taxed to the recipient. 
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(2) deduction for student-loan interest; and (3) exclusion of fellowship 
and scholarship grants from gross income. 


a. Restriction of the Income-Splitting Rules 


Students usually fall into lower tax brackets than their parents. 
Consequently, parents traditionally saved money for future educational 
expenses by transferring income to their children. A form of grantor 
trust®*! known as a Clifford trust®*? was commonly used to achieve this 
result. In a Clifford trust, the owner of income-producing property, 
usually a parent, transfers the property for ten years to a trust for the 
benefit of another, usually the parent’s child. The income is then taxable 
to the beneficiary, who ordinarily falls into a lower tax bracket, for the 
ten-year period, after which the property reverts to the original owner.” 
The reversionary feature, or ability to get the money back, is one reason 
middle- and lower-class families favored Clifford trusts. 

The 1986 Act, however, effectively neutralizes the income-splitting 
advantages of Clifford trusts by treating the grantor as the owner of, 
and thus taxable for,*5 any portion of trust property or income in which 
the grantor holds a reversionary interest whose value exceeds five 
percent of the value of that portion.®* Regulations promulgated by the 
Treasury Department for estate-tax purposes estimate that reversionary 


interests would have a value less than five percent of the trust property 
or income subject to the reversion only when they do not become 
possessory for at least thirty-two years.*” Parents who want to shift 
income-producing property in trust to their child, therefore, must trans- 
fer the property for at least thirty-two years to increase the after-tax 





81. A grantor trust is a trust whose earnings are taxed to the grantor rather than to 
the trust’s beneficiaries because ‘‘the grantor has retained too great an interest in the 
trust income or corpus or too much control over the distribution of funds by the trust.’’ 
A. GUNN & L. WarD, supra note 61, at 420-21. 

82. This type of trust derives its name from the U.S. Supreme Court decision that 
spawned its existence, Helvering v. Clifford, 309 U.S. 331, 60 S. Ct. 554 (1940). In the 
wake of Clifford, Congress enacted rules clarifying and simplifying the tax treatment of 
grantor trusts that involve the separation of income from the property which produces 
it. See I.R.C. §§ 671-679 (1954). 

83. Bird & Segal, Tax Considerations in Providing for a Child’s Education, 66 TAXES 
824, 825 (1988). 

84. ‘“‘[The Clifford trust] was not a rich man’s technique, but a poor man’s technique. 
The poor man needed the money back.’’’ Fowler, Savings Funds for Children, N.Y. 
Times, Mar. 8, 1987, § 12, at 42, col. 1. 

85. LR.C. § 671 (1954). : 

86. I.R.C. § 673(a) (1986). Congress, however, provided an exception to the new 
grantor-trust rules contained in § 673(a): Section 673(b) states that subsection (a) does 
not apply to a trust (1) whose beneficiary is a lineal descendant of the grantor and holds 
all present interests in any portion of the trust and (2) whose grantor holds a reversionary 
interest that takes effect if the beneficiary dies before age twenty-one. I.R.C. § 673(b) 
(1986). 

87. Treas. Reg. § 20.2031-7(f} (1964). 
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income earned by the trust. Parents are less likely to transfer property 
in trust if they must wait thirty-two years before they get it back. 
Consequently, Clifford trusts likely will be used less often and will 


make less money available to pay higher-educational costs in the fu- 
ture.® 





88. Bird & Segal, supra note 83, at 825; Philipps & Bullivant, supra note 46, at 68. 

89. Due to the narrower range of marginal tax rates in the 1986 Act, income-splitting 
devices of any type generally are less attractive now than under prior law, when marginal 
rates ranged from eleven to fifty percent. See supra note 50. Accordingly, the Clifford 
trust may fall into desuetude regardless of the impact of § 673(a). Similarly, Clifford 
trusts complying with § 673(b), see supra note 86, and therefore excepted from the 
grantor-trust rules contained in § 673(a), may contribute little to the continued viability 
of Clifford trusts as tuition-saving devices. 

Even if parents were to transfer income-producing property in trust for the benefit of 
a child for at least thirty-two years, thereby avoiding the new grantor-trust rules taxing 
the trust income to the parent, any trust income exceeding $1,000 per annum remains 
taxable at the parent-grantor’s tax rate. The 1986 Act introduces new rules, commonly 
referred to as the ‘‘kiddie tax’’ provisions, which tax certain unearned income (generally, 
interest and dividends) of a child under fourteen years of age at the parent’s marginal 
tax rate. I.R.C. § 1(i) (1986). Generally, a dependent child below the age of fourteen may 
shelter the first $500 (adjusted for inflation after 1988) of unearned income with the 
standard deduction. I1.R.C. § 63(c)(5)(A) (1954). The next $500 (or the sum of the 
deductions directly connected with the production of the unearned income, whichever 
is greater) of unearned income is taxable at the child’s marginal tax rate. The residue of 
the child’s unearned income is taxed at the parent’s marginal tax rate. For a more 
complete discussion of the kiddie tax and its computation, see Coppage & Baxendale, 
Timing Gifts to Children to Maximize Tax Benefits After TRA ‘86, 17 Tax’N Laws. 152; 
Bird & Segal, supra note 83, at 826-28. 

The kiddie tax is comprehensive: It applies regardless of the source generating the 
unearned income. Temp. Treas. Reg. § 1.1(i)-1T, A-8 (1987). See Baetz, The Indefensible 
Kiddie Tax, 126 Tr. & Est. 27, 30 (1987). Consequently, its impact extends beyond the 
Clifford trust to any device used by parents to accrue unearned income for their children. 
See, e.g., Bird & Segal, supra note 83, at 825-29. 

In 1984 Congress eliminated another device—the interest-free demand loan—used by 
parents to obtain the benefits of income-splitting. The following example manifests the 
attractiveness of interest-free demand loans: A parent makes an interest-free payable-on- 
demand loan to his or her child in the amount of $100,000. The child, who is enrolled 
in college, invests the $100,000 in a 10% U.S. Treasury bond. The child then uses the 
interest to pay college expenses, although the terms of the loan do not require the child 
to use the interest for that purpose. The child, of course, most likely will have to pay 
the taxes assessed against the interest income, but presumably the child faces a lower 
tax rate than the parent. After the child graduates, the parent calls the loan. (Adapted 
from M. CHIRELSTEIN, FEDERAL INCOME TAXATION 192-93 (5th ed. 1988)). 

Section 7872 of the Internal Revenue Code, added by the Tax’ Reform Act of 1984, 
Pub. L. No. 98-369, § 172, 98 Stat. 494, 699 (1984), in the wake of Dickman v. 
Commissioner, 465 U.S. 330, 104 S. Ct 1086 (1984), varied the results of the preceding 
example by treating such interest-free demand loans as taxable gifts. See Bird & Segal, 
supra note 83, at 825. The 1984 provision, subject to a de minimis exception (I.R.C. 
§ 7872(d)(1)(E)(ii) (1984)), imputes to the loan an interest rate equal to a prescribed 
federal rate. I.R.C. § 7872(e)(2)(A) (1984). The imputed interest is deemed a gift to the 
child, includible in the gross income of the child, who then ‘‘transfers’’ the interest back 
to the parent as interest. I.R.C. § 7872(a)(1) (1984). The final result ‘‘is the same as it 
would be if the parent had purchased the bond for himself, received the interest, and 
then made a gift to the child of the latter amount.’ M. CHIRELSTEIN, supra, at 193. 
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b. Elimination of the Student-Loan Interest Deduction 


Prior to the 1986 Act, a taxpayer could deduct nearly all interest 
paid® regardless of the source of the indebtedness or the taxpayer’s 
use of the proceeds, with but some exceptions.” Thus, students who 
incurred debt and applied the proceeds toward education expenses 
were able to deduct the interest they paid on the debt, thereby reducing 
the after-tax costs of attending college. The 1986 Act, however, disal- 
lowed the deduction for interest paid on loans devoted to personal 
consumption.*? The Internal Revenue Service has ruled that personal 
consumption includes higher education, and therefore interest paid on 
educational loans is personal interest.** An exception involves loans 
secured by the taxpayer’s principal residence or by one other secondary 
residence; the taxpayer may use the proceeds of these loans for most 
purposes, including education, without losing the interest deduction.™ 

The loss of the interest deduction for loans used for personal con- 
sumption is onerous for students, particularly in light of the swelling 
levels of debt currently borne by individuals enrolled in, or graduated 
from, postsecondary institutions.** Congress seems to have run rough- 
shod over the interests and concerns of students, many of whom 
obtained educational loans with the expectation that the interest would 
be deductible. The rationale for preferring loans secured by second 


residences over student loans is not clear. Expenditures for building 





90. I.R.C. § 163(a) (1954). 

91. These exceptions included ‘‘[iJnterest on indebtedness incurred or continued to 
purchase or carry obligations the interest on which is wholly exempt from taxes’’ (e.g., 
municipal bonds), I.R.C. § 265(a)(2) (1954), and other types of investment interest. I.R.C. 
§ 163(d) (1954). 

92. I.R.C. § 163(h) (1986). Although phased in, the disallowance becomes complete 
in 1991. I.R.C. § 163(h)(5), (d)(6)(B) (1986). 

93. Priv. Ltr. Rul. 88-22-020 (Mar. 1, 1988). 

94. I.R.C. § 163(h)(2)(D)-(3) (1986). This exception does not apply, however, if the 
proceeds are used to purchase or carry tax-free bonds. I.R.C. § 265(a)(2) (1986). 

Another exception involves interest payments that qualify as trade or business expenses 
under § 162 of the Internal Revenue Code. Id. at § 163(h)(2)(A). The regulations provide, 
however, that educational expenses, including interest on student loans, are deductible 
as ordinary and necessary business expenses under § 162 only if they are used (1) to 
maintain or improve skills ‘‘required’’ in the taxpayer’s present employment, trade, or 
business, (2) to satisfy the express requirements of the taxpayer’s employer or of applicable 
law, (3) to satisfy the minimum educational requirements to qualify the taxpayer for that 
employment, trade, or business, or (4) for education which does not qualify the taxpayer 
for a new trade or business. Treas. Reg. § 1.162-5(a), (b) (as amended in 1967). These 
restrictive measures preclude most educational expenses from qualifying as deductible 
trade or business expenses under § 162 and, consequently, from falling within the 
exception contained in § 163(h)(2)(A). See, e.g., Malek v. Commissioner, 50 T.C.M. 
(CCH) 792, T.C.M. (P-H) ¢ 85,428 (1985); Melnik v. United States, 521 F.2d 1065 (Sth 
Cir. 1975), cert. denied, 425 U.S. 911, 96 S. Ct. 1506 (1976). 

95. See supra note 3 and accompanying text. 

96. Philipps & Bullivant, supra note 46, at 59-60. Indeed, given the growing need to 
obtain a postsecondary education to acquire the skills necessary to remain above the 
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and improving human capital through education merit as much favor- 
able tax treatment as expenditures for building and improving housing 
stock.*” 


c. Limitations on Scholarship and Fellowship Income Exclusions 


The 1986 Act also modifies treatment of scholarships and fellowships, 
increasing the cost of financing a college education. Prior to 1954, 
recipients of scholarship or fellowship grants could exclude the amounts 
received from gross income, provided they successfully established that 
the grants constituted gifts..** Because the determination of whether 
something received constitutes a gift is a question of fact, this facet 
of scholarships invited litigation that produced inconsistent results.’° 
In 1954, Congress intervened and introduced Section 117 of the Internal 
Revenue Code, which removed the uncertainties surrounding the federal 
tax treatment of scholarship and fellowship grants. Section 117 granted 
preferential status to these grants: The recipients were able to devote 
the funds to any use they chose and to exclude the grants from gross 
income completely.? Thus, scholarships and fellowships were pre- 
sumptively gifts. 

The 1986 Act, however, severely restricted this favorable treatment 
of scholarships and fellowships. It amended Section 117, limiting the 


exclusion of such grants from gross income to an amount equivalent 
to expenses incurred by the student for tuition and fees,’ books, 





poverty level and to provide for one’s family, one must question the conclusion embodied 
in § 163, § 162 and the regulations thereunder that education is a form of personal 
consumption or cultural enhancement. See Note, Section 163: Interest Paid on Educa- 
tional Indebtedness—Past, Present and Future, 43 Tax Law. 1007, 1015-16 (1996) (au- 
thored by Julee Brooke Little). 

97. Some observers argue that loans used for educational purposes really represent 
an investment in human capital which, similar to other capital expenditures, should be 
amortized over the working life of the capital asset, in this case the student, and should 
provide the student deductions for the recovery of capital. See, e.g., Argrett, Tax 
Treatment of Higher Education Expenditures: an Unfair Investment Disincentive, 41 
Syracuse L. REv. 621, 623-27 (1990); Note, Tax Treatment of Education Expenses: 
Perspectives From Normative Theory, 55 U. Cut. L. Rev. 916 (1988) (authored by Clifford 
Gross). 

98. Note, Scholarships, Fellowships and Prizes: Gifts or Income?, 38 MINN. L. REV. 
152, 153 (1954). 

99. Judge, Student-Athletes as Employees: Income Tax Consequences, 13 J.C.U.L. 
285, 290 (1986). 

100. H.R. Rep. No. 1137, 83d Cong. 2d Sess. 16, reprinted in 1954 U.S. Cong Conc. 
& ADMIN. News 4041. Section 117; however, did not remove all uncertainty surrounding 
the taxation of scholarships. See Savage, The Taxation of Scholarships and Fellowships: 
Continuing Controversy and Confusion, 15 Tax ADVISER 41 (1984); Tipgos; The Taxability 
of Scholarships and Fellowships: Revisited, 57 TAXEs 538 (1979). 

101. See, e.g., Meyers, Supreme Court, In Unenlightening Decision, Holds ‘‘Scholar- 
ships’’ Taxable, 31 J. Tax’N 20 (1969). 

102. I.R.C. § 117(a) (1954); Treas. Reg. § 1.117-1(a) (as amended in 1964). 

103. LR.C. § 117(b)(2)(A) (1986). 
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supplies and other materials ‘‘required’’*™ for the student’s courses.’™ 
Consequently, scholarship or fellowship grants used for necessary ex- 
penses not specifically related to coursework, such as room, board, 
travel, research and*equipment, are no longer excludible.** The 1986 
Act also repealed the scholarship and fellowship exclusion for amounts 
representing payment for services required as a condition for receiving 
the grant.*” Finally, the new law entirely eliminated the exclusion for 
students who are not candidates for a degree.*” 


3. Raising the Operating Costs of Colleges and Universities 


The 1986 Act struck a third blow against higher education by im- 
posing additional direct and indirect operating costs on postsecondary 
institutions in three ways: (1) by limiting the employee-expense deduc- 
tion; (2) by restricting the availability of tuition-reduction plans; and 
(3) by capping the aggregate face amount of tax-exempt bonds which 
an institution may carry at any one time.’ Higher operating costs 





104. The question of what materials a particular course ‘‘requires’’ is one that is ripe 
for litigation, yet the Treasury Department has not issued any regulations offering 
guidance on this matter. Also, legislative history is sparse. See Madoff, Back to School 
After the Tax Reform Act of 1986: Effect of the New Law on Educational Funding, 65 
Taxes 570, 571-72 (1987). Apparently, a professor has the power to determine which 
course materials are excludible expenses simply by designating them ‘‘ ” or 
merely ‘‘recommended”’ in the course syllabus. Philipps & Bullivant, supra note 46, at 
52. 

105. I.R.C. § 117(b)(2)(B) (1986). 

106. Madoff, supre note 104, at 571. 

107. IL.R.C. § 117(c) (1986). Further, if a federal grant is involved, then the services 
required as a condition to receiving the grant may be prior to, contemporaneous with or 
subsequent to the actual receipt. Madoff, supra note 104, at 572. 

Because most federal grants are need-based, the equity of section 117(c) is questionable: 
‘It does not make sense to award a scholarship to a student based on need, and then 
have the federal government take part of it away because it is partially taxable.’’ Philipps 
& Bullivant, supra note 46, at 55. The modificetion of the exclusion rules concerning 
services associated with scholarships or fellowships also imposes additional administra- 
tive costs on the institutions supplying the grants: 

[T]o the extent that amounts received as a scholarship or fellowship grant are 
for teaching, research or services, these amounts will be treated as wages. In 
such cases, the grantor will be required to file Form W-2 for such amounts and 
withhold income taxes. The grantor must make a good faith allocation ... to 
determine that portion of the amount that represents compensation for services 
provided by the recipient. 
Coping with the New Scholarship and Fellowship Income Exclusion Limitation, 16 Tax’N 
LAWS. 285, 286 (1987). 

108. I.R.C. § 117(a) (1986). Under prior law, nondegree candidates could exclude up 
to $300 per month for amounts received as scholarships or fellowships. I.R.C. § 117(b)(2) 
(1954). 

109. Clotfelter, supra note 47, at 14-15. The 1990 Budget Act offers colleges and 
universities some, albeit small, relief by extending through 1991 the research and 
experimentation tax credit for qualified research expenditures, the university basic re- 
search credit, and the income exclusion for employer-provided educational assistance. 
1990 Budget Act, supra note 50, §§ 11,401-3, 104 Stat. at __. 
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pressure postsecondary institutions not only to pass these costs on to 
their students by raising tuition rates, but to reduce their own budgetary 
appropriations for scholarships and other financial-aid programs. 


a. Employee-Expense Deductions 


Faculty and staff employed by colleges and universities did not escape 
the narrowing or elimination of deductions and credits pursuant to 
Congress’s general policy’”° of erasing preferences for special interests 
from the federal-tax laws. For example, employee business expenses 
are no longer above-the-line expenses.’"! Thus, employees must itemize 
deductions on their tax returns in order to claim them.’” This change 
significantly affects those faculty members who often travel to confer- 
ences or seminars: they now must itemize their tax returns to deduct 
unreimbursed travel expenses.’*? Moreover, faculty members no longer 
can deduct any travel expense incurred during trips taken as a ‘‘form 
of education.’’*** Employees, including higher educational faculty and 
staff, can deduct only eighty percent of unreimbursed expenses for 
meals and lodging.’** Finally, most business-expense deductions in- 
curred by faculty and staff are ‘‘miscellaneous itemized deductions’’ 
that are subject to a two-percent floor.’** That is, these expenses are 





110. See supra note 47-51 and accompanying text. 

111. LR.C. § 62(a)(2) (1986). Two types of expenses, however, remain above-the-line 
deductions: (1) reimbursed employee expenses; and (2) certain expenses incurred by 
performing artists. Id. 

112. Under prior lav’, employee expenses were deductible above the line. I.R.C. § 62(2) 
(1954). Note that the 1986 Act reduces the incentive for taxpayers to itemize their 
deductions, thereby decreasing the likelihood that taxpayers will claim deductions avail- 
able below the line. Tax Bill’s Effect on Academic Employees, Chron. Higher Educ., 
Sept. 3, 1986, at A70, col. 1. 

113. Philipps & Bullivant, supra note 46, at 63. 

114. ILR.C. § 274(m)(2) (1986). The former regulations accompanying section 165 of 
the Internal Revenue Code enabled faculty members to deduct the travel costs associated 
with ‘‘educational’’ trips. Treas. Reg. § 1.162-5d (1967). Although Congress felt that the 
business purpose served ‘“‘by traveling for general educational purposes in the absence 
of a specific need ... is at most indirect and insubstantial,’’ it specifically excepted 
travel-expense deductions claimed in connection with ‘‘travel that is a necessary adjunct 
to engaging in activity that gives rise to a business deduction relating to education... . .”’ 
H.R. Rep. No. 426, 99th Cong., 1st Sess. 122, 128 (1985). Consequently, the foreign- 
language instructor who travels to a foreign country to brush up on language skills 
cannot deduct the travel costs, see Hoyt, supra note 49, at 597, but if the purpose of the 
trip was to conduct research not possible elsewhere, the costs of that research, including 
travel, would be deductible. Travel would be considered a ‘‘necessary adjunct.’ H.R. 
Rep. No. 426, supra, at 128. 

115. I.R.C. § 274(m)(1)(A) (1986). This provision encourages colleges and universities 
to reimburse their employees for meal and lodging expenses because the institutions 
ordinarily are tax-exempt, thereby neutralizing the adverse effect of the percentage 
limitations imposed against the deduction. Hoyt, supra note 49, at 596. 

116. I.R.C. § 67 (1986). An exception relevant for faculty members is the deduction 
for moving expenses. I.R.C. § 67(b)(6) (1986). 
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deductible only to the extent that they exceed two percent of the 
taxpayer’s adjusted gross income. This percentage limitation likely will 
preclude most faculty and staff members, even if they itemize, from 
taking any such deductions.*”” 


b. Tax-Deferred Compensation Plans 


The 1986 Act imposed numerous restrictions on deferred-compensa- 
tion plans,’ including such plans arranged between postsecondary 
institutions and their faculties. These restrictions, however, dispropor- 
tionately affect higher education because of its reliance on tax deferral 
to compensate for the ordinarily lower salaries earned by faculty mem- 
bers as compared to those earned by their counterparts in private 
industry.’*® To the extent that the restrictions imposed by the 1986 Act 
reduce the attractiveness of deferred compensation, colleges and uni- 
versities face larger obstacles when attempting to attract or retain 
qualified personnel. 


i. Individual Retirement Accounts 


Generally, the 1986 Act adversely affected deferred-compensation 
plans by limiting that portion of compensation which employees can 
devote to the plans each year.’ One example involves the Individual 


Retirement Account (IRA), a statutory*2* vehicle for tax deferral. Under 
existing law, an individual with earned income can deduct up to $2000 
for contributions made to an IRA.’ The funds in the account grow 
with no tax liability on income they produce,’”* although any with- 
drawals are fully taxable.‘** The 1986 Act phases out this deduction 





117. Philipps & Bullivant, supra note 46, at 61. The most common casualties of the 
two-percent limitation are likely to be expenses relating to trade publications, professional 
association dues and teaching supplies and materials. Id. 

118. A deferred-compensation program involves an arrangement between employee 
and employer through which the employee can postpone the receipt of income and the 
corresponding tax liability. The Internal Revenue Service had taken the position that 
contractually deferring the receipt of income did not delay its inclusion in gross income 
at the time it was earned. The Service, however, ultimately acquiesced and affixed its 
approval to certain deferral techniques. See Rev. Rul. 60-31, 1960-1 C.B. 174 (rejecting 
the application of the constructive-receipt doctrine to deferred compensation); see also 
Minor v. United States, 772 F.2d 1472 (9th Cir. 1985) (rejecting the application of the 
economic-benefit doctrine). 

Tax deferral derives its value from the concept of the time value of money, i.e., a 
dollar of tax liability owed today costs the employee-taxpayer more than a dollar of tax 
liability due tomorrow. See generally A. GUNN & L. WaRD, supra note 60, at 38-46. 

119. Philipps & Bullivant, supra note 46, at 69-70. 

120. Hoyt, supra note 49, at 582. 

121. LR.C. § 408 (1974). 

122. LR.C. § 219(a), (b)(1) (1974). 

123. LR.C. § 408(e)(1) (1974). 

124. LR.C. § 408(a)(1) (1984). A ten-percent penalty is levied against withdrawals made 
before the taxpayer-contributors reach age 59’/,. I.R.C. § 72(q) (1986). 
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for taxpayers in high-income brackets'*® who belong to ‘‘qualified’’ 
retirement plans;’”* the income earned on the IRA contributions, how- 
ever, continues to accrue tax-free until withdrawn. Because postsecon- 
dary faculty often participate in such retirement plans,’?” higher-paid 
faculty may lose interest in qualified retirement programs should alter- 
natives become available. 


ii. Section 403(b) Annuities 


Under the 1986 Act, section 403(b) of the Internal Revenue Code 
continues to allow educational institutions to establish qualified de- 
ferred-compensation plans in the form of annuity contracts which they 
purchase on behalf of their employees; employees also can contribute 
to the annuity contracts. The employees may exclude all contributions 
from income, subject to certain limitations.’*° Further, the interest 
earned on the contributions to a section 403(b) annuity accrues tax-free, 
although withdrawals remain fully taxable.**° 

Evidence of the popularity of tax-deferred section 403(b) annuities 
among higher educational institutions is found in the growth of two 
organizations specializing in these plans: the Teachers’ Insurance and 
Annuity Association (TIAA), and the College Retirement Equities Fund 
(CREF), collectively referred to as TIAA-CREF.*** The 1986 Act restricted 
certain facets of the preferential tax treatment that section 403(b) an- 
nuities such as TIAA-CREF previously enjoyed.’ First, it reduced the 
maximum annual-income exclusion for contributions to the annuities 
from twenty-five percent of the employee’s annual compensation or 
$30,000, whichever was lower,’ to $9,500. Further, any income- 





125. The deduction begins to phase out for taxpayers with adjusted gross incomes of 
$25,000 and ceases at $35,000 ($40,000 and $50,000 for a married couple filing jointly), 
at which point the deduction diminishes to zero. I.R.C. § 219(g) (1986). 

126. These are plans described in § 501(c)(18) of the Internal Revenue Code to which 
contributions are made pursuant to § 219 of the Code. 

127. Hoyt, supra note 49, at 583 n.54. 

128. I.R.C. § 403(b) (1986). Generally, Section 403(b) applies to any employer that 
qualifies as a charitable organization under Section 501(c)(3) of the Internal Revenue 
Code. I.R.C. § 403(b)(1)(A)(i) (1986). 

129. I.R.C. § 403(b) (1986). 

130. I.R.C. § 403(c) (1986). 

131. For a more detailed account of the impact of the 1986 Act on TIAA and CREF, 
see Philipps and Bullivant, supra note 46, at 70-74. 

132. Indeed, Congress debated whether to eliminate the tax-exempt status of TIAA- 
CREF and other charitable organizations that conduct substantial commercial activities. 
House Committee on Ways and Means, H.R. No. 3838, 99th Cong., ist Sess. 663 (1985). 
Although Congress classified annuity contracts as a type of an insurance annuity, which 
is generally regarded as a commercial product, H.R. No. 3838, 99th Cong., 2d Sess. 1012 
(1986), it carved out a specific exception for TIAA-CREF. H.R. 3838, 99th Cong., 1st 
Sess., at 666. See generally Philipps & Bullivant, supra note 46, at 73-74. 

133. This limitation applies to defined contributions, generally. I.R.C. § 415(c)(1) 
(1986). 

134. I.R.C. § 402(g)(4) (1986). 
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excludible contributions made by an employee through a salary-reduc- 
tion program are now includible in the calculation of the employee's 
maximum annual exclusion.** Although the reduction in the annual 
exclusion should not severely impact faculty members in light of their 
relatively low salary levels, it represents a broader disregard for the 
interests of higher education.’* 

Another restriction imposed on section 403(b) plans like TIAA-CREF 
involves rules governing distribution. Under prior law, employees faced 
no time restrictions or penalties for withdrawals from the plans prior 
to retirement. The 1986 Act, however, erected limitations similar to 
those applicable to IRAs,**’ i.e., no distributions unless or until the 
employee reaches age fifty-nine-and-a-half, leaves work, is disabled, or 
dies.*** Failure to abide by these conditions results in a penalty: ten 
percent of the withdrawal is includible in gross income.**® Obviously, 
faculty and other employees of postsecondary institutions have less 
incentive to participate in a section 403(b) annuity plan to supplement 
their retirement income now that premature access to their funds is 
harshly restricted. 

Finally, the 1986 Act subjects all tax-deferred annuities to nondis- 
crimination rules located in section 401.’*° Essentially, the annuity plan 
must not favor high-salary employees, officers, or shareholders. Further, 
the plan must meet the coverage rules of section 401(b), which generally 
require participation in the plan by at least seventy percent of those 
employees who are not highly paid. Failure to satisfy the nondis- 
crimination requirements results in the forfeiture of preferential tax 
treatment.’*? Designed to curb abuses which generally do not arise in 
the higher educational context, these nondiscrimination rules simply 
‘‘interpose additional compliance and administrative costs to 
section 403(b) plans currently being offered,’’ with few, if any, concom- 
itant gains for higher education.’ 





135. Philipps & Bullivant, supra note 46, at 71. 
136. Id. 
137. See supra note 124 and accompanying text. 
138. I.R.C. § 72(t)(2)(A)(i)-(v) (1986). 
139. ILR.C. § 72(t)(1) (1986). There is no penalty, however, if the withdrawal is made 
to pay medical expenses. I.R.C. § 72(t)(2)(B) (1986). 
140. IR.C. § 401(a) (1986). 
141. LR.C. § 410(b) (1986). 
142. LR.C. § 403(b)(1)(D) (1986). 
143. Phillips & Bullivant, supra note 46, at 72-73. Indeed, the rules represent yet 
another assault on higher education by the 1986 Act: 
Both the nondiscrimination provisions and the taxation of fellowships will affect 
all institutions in making it more difficult to attract faculty and graduate students 
without higher salaries and stipends . . . . The likely long-run result will be to 
reduce the flow of talented people into academic work, although this effect 
probably will not be that large. Likewise, ending [Section 403(b) annuity plans] 
as tax-sheltered saving accounts marginally increases the relative taxation on 
faculty .... 
Clotfelter, supra note 47, at 17. 
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c. Tax-Exempt Bond Financing 


Bonds whose proceeds finance those charitable activities defined in 
section 501(c)(3) of the Internal Revenue Code are commonly known as 
**501(c)(3) bonds.’’*** Private colieges and universities, particularly large 
research universities, rely on these bonds as an important source of 
revenue.**® 501(c)(3) bonds are attractive because their interest is tax- 
exempt,’* enabling the issuer to offer a lower interest rate. The 1986 
Act, however, tightened the conditions under which this favorable tax 
treatment is available.’*’ 

First, the 1986 Act imposed more stringent requirements concerning 
permissible uses of the proceeds of 501(c)(3) bonds. Formerly, 501(c)(3) 
organizations could apply up to twenty-five percent of the proceeds 
raised from the sale of 501(c)(3) bonds to cover expenses related to 
nonexempt activities.** Now that level is only five percent,’ resulting 
in increased risk of noncompliance and, consequently, forfeiture of the 
tax-exempt status of the bonds’ interest. The 1986 Act also effected a 
ceiling of $150 million of 501(c)(3) bond financing which an institution 
may maintain at any one time.’® Although this ceiling should not 
adversely affect many colleges and universities, a financial pinch could 
develop within institutions seeking to refurbish their physical plants 
or supply their students with high-cost amenities like computers and 
computer facilities.1** 


C. The Shift From Grants to Loans 


Perhaps the most significant factor contributing to the financial-aid 
crisis that currently plagues higher education is the reliance of students 
on loans rather than grants to finance their education. Increasing de- 
pendence on student loans has altered drastically the landscape of 
higher education for all its constituents—students, their parents, the 
schools, and the federal and state governments. For students, however, 
the effects of this increase extend well beyond their college experience. 
The prospect of a burdensome debt load upon graduation may cause 
some students to drop out of college or to forgo college altogether. 





144. Section 145(a) of the Internal Revenue Code of 1986 refers to ‘‘501(c)(3) bonds’’ 
as bonds restricted as to (1) the property the bond proceeds may buy and (2) the 
permissible uses of the proceeds. I.R.C. § 145(a) (1986). 

145. Clotfelter, supra note 47, at 17. 

146. LR.C. § 103(a), (b)(3)(B) (1954). 

147. See generally Bates, Changes Made in the Tax-Exempt Bond Area by 1986 Act 
Usher in New Era in Public Finance, 66 J. TAx’N 72 (1987); Bates, Bond Financing For 
Governments and 501(c)(3)s Newly Restricted, 66 J. TAx’N 160 (1987). 

148. Treas. Reg. § 1.103-7(b)(3)(iii) (1983). Nonexempt activities are activities carried 
on by private trades or businesses. Treas. Reg. § 1.103-7(b)(3)(i) (1983). 

149. Phillips & Bullivant, supra note 46, at 76 & n.180. 

150. I.R.C. § 145(b) (1986). 

151. See supra notes 22, 27 and accompanying text. 

152. See supra notes 9-10 and accompanying text. 
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For those students who do graduate, the demands of their loan install- 
ments may remove the economic feasibility of some low-paying career 
options, such as government service or academia.*** Because the finan- 
cial-aid crisis is largely a debt crisis, responses to the former often 
focus on the latter.’ 


1. The Scale of the Shift 


In academic year 1975-76, grants outpaced loans as a share of all 
postsecondary-student aid outstanding by 475%."** By academic year 
1980-81, the gap had narrowed to 135%, and by academic year 1986- 
87 loans overtook grants, capturing 49.4% of the student-aid ‘‘pie,”’ 
compared with 47.4% for grants.*** Currently, grants constitute approx- 
imately 29% of the total financial-aid package of the average post- 
secondary student, with loans comprising most of the residue.**” 

Between academic years 1977-78 and 1986-87, the amount of aid 
awarded to postsecondary students through federally supported grants 
rose only 14% in constant dollars, while federally subsidized loans 
grew 138%.*** Total state grants to postsecondary students increased 
25.3% over the same period.’ In 1970, the total number of students 
who borrowed to finance, either partially or completely, their higher 
educational costs stood at one million; by 1985 the number had in- 


creased to approximately 3.6 million.” Not only do more students 





153. Rubin, Glum Reality of Borrowing for a Brighter Future, N.Y. Times, Nov. 15, 
1981 § 12, at 40, col. 1. Not only do increasing debt burdens affect the career choices 
of students, but they cause students to ‘‘bring to their marriage[s] the phenomenon of a 
‘negative dowry,’ a built-in debt instead of a prize.”’ Id. 

154. For a discussion of responses to the financial-aid crisis, see infra notes 189-325 
and accompanying text. 

155. R. WILENsKY, supra note 17, at 67. 

156. Below is a more complete breakdown of grants and loans as percentages of total 
postsecondary aid: 


Year 
1970-71 
1975-76 
1980-81 
1982-83 
1984-85 
1986-87 


R. WILENSKY, supra note 17, at 67. 

157. Blair, Congress Should Reject ‘Separate But Equal’ Aid Programs, Chron. Higher 
Educ., Mar. 7, 1990, at A52, col. 1. 

158. R. WILENSKY, supra note 17, at 82. For a more detailed description of the federal 
grant and loan programs, see infra note 210. 

159. Id. Historically, states have pursued a variety of low- or no-tuition policies in an 
effort to ease the affordability of college, with grants and loans playing a minor role, if 
any. See infra note 258 and accompanying text. 

160. Forward and Back on College Aid, N.Y. Times, Jan. 1, 1987, at A20, col. 1. 
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resort to loans to pay for college, but they borrow more as well.’ 


2. Some Explanations for the Shift 


One reason postsecondary students must rely on greater amounts of 
financial aid of any type is the soaring tuition rates witnessed during 
the previous decade.**? Academic year 1990-91 is the tenth year in a 
row in which average tuition rates rose faster than the rate of inflation 
as measured by the Consumer Price Index.'** The growth of disposable 
income, while outpacing the rise in inflation, has failed to match the 
rate of increase of tuition costs.‘ Consequently, the possibility of 
‘‘working your way through college’ has grown more remote, partic- 
ularly for students enrolled in four-year private colleges and universi- 
ties, whose average tuition is $8,737, excluding room, board, books, 
and travel.’® Indeed, tuition rates today represent formidable financial 
obstacles to parents seeking to finance their child’s college education, 
let alone to the student who hopes to pay his or her own way.’ 

Perhaps the most significant factor in the greater reliance of students 
on loans was the policy of the Reagan Administration, which sought 
to transfer the cost of a college degree to its ‘‘chief beneficiary’’—the 
student.’*” This policy, however, constituted only one facet of the 
Administration’s broader plan*® to reduce the federal role by cutting - 





161. For example, one study indicated that in 1984 the average amount of debt carried 
by students attending postsecondary institutions, public as well as private, was $5,470. 
In 1988, that figure rose to $7,480, an increase of nearly thirty-seven percent. Education 
Council Says Student Debts Rise, supra note 3, at B6, col. 5. 
162. See supra notes 17-18 and accompanying text. 
163. Evangelauf, supra note 17, at A1, col. 3. 
164. See supra notes 18-19 and accompanying text. 
165. Evangelauf, Tuition May Outpace the Rate of Inflation for 10th Year in Row, 
Chron. Higher Educ., Feb. 1, 1990, at A1, col. 2. 
166. Escalating tuitions lead many parents who are paying for their children’s college 
education in whole or in part to make severe financial sacrifices, such as ‘‘putting off 
their own medical care, cashing in insurance policies and jeopardizing their own eco- 
nomic future{s].’’ Wilkerson, Heavy Burden of College Debt Raises Anxiety for Young 
Families’ Future, N.Y. Times, Jan. 29, 1987, at A23, col. 1. 
167. Carnes, Credit Education Secretary for Student-Aid Plan, N.Y. Times, Aug. 22, 
1986, at A22, col. 5. Mr. Carnes, then-Deputy Under-Secretary for Planning, Budget and 
Education in the Department of Education, disputes the suggestion that ‘‘there is some- 
thing intrinsically wrong with borrowing money to finance a college education’’ because 
college graduates earn, on average, thirty-eight percent more income than high school 
graduates earn. Id. Former Budget Director David A. Stockman expressed this sentiment 
even earlier in the Reagan Administration’s tenure: 
“I do not accept the notion that the Federal Government has an obligation to 
fund generous grants to anybody who wants to go to college. .. . [I]f people 
want to go to college bad enough, then there is opportunity and responsibility 
on their part to finance their way through the best they can.”’ 

Fiske, Is Access For Disadvantaged in Peril?, N.Y. Times, Oct. 20, 1981, at C1, col. 4. 

168. Speaking to the presidents of 102 historically black colleges, then-President 
Reagan extolled his Administration’s financial-aid program, but emphasized its temporary 
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federal budgetary appropriations to higher education generally.’ Iron- 
ically, these cutbacks in federal grants and loans led many postsecon- 
dary institutions to raise their own tuition rates even higher to generate 
revenues to finance more scholarships and fellowships of even greater 
amounts.’ The Reagan Administration’s decision to focus on loans 
rather than grants may reflect the steep budget deficits that accumulated 
during the 1980s.’ These deficits made loan subsidization, usually a 
cheaper form of student aid than grants, an attractive alternative.’” 


3. The Impact of the Shift 


Soaring tuition rates, coupled with—and exacerbated by—declining 
federal tuition assistance in the form of grants, have jeopardized a 
fundamental goal of federal involvement in higher education since its 





existence: ‘‘We fully expect that as our [financial-aid] program is successful, due to your 
efforts as well as ours, your operations will become self-sufficient. . . . That’s an ultimate 
goal and I’m certain that it’s yours as well.’’ Reagan Asserts His Only ‘Failure’ on Rights 
Is in Communications, N.Y. Times, Sept. 23, 1982, at B21, col. 2. 

169. Werner, University Presidents Lobby to Stop U.S. Education Cuts, N.Y. Times, 
Apr. 17, 1986, at B10, col. 3. 

170. Although these federal cutbacks constitute only one of several factors contributing 
to soaring tuition rates, see supra notes 21-43 and accomp2nying text, they have con- 
tributed significantly to the ‘‘vicious cycle’’ that currently besets higher educational 
finance: Higher tuition causes more students to require greater amounts of financial aid, 
a larger portion of which colleges and universities must finance through current revenues 
because of the federal aid reductions, which in turn forces schools to raise tuitions even 
higher to cover larger internal financial-aid budgets, and the cycle repeats. Fiske, Rise 
in College Tuitions Signals Shifts of College Costs to Students, N.Y. Times, May 16, 
1982 § 1, at 1, col. 5. This phenomenon indicates the lack of coordination of financial- 
aid programs and policies at the federal level, as well as between the federal and state 
governments: 

Another historical assumption of federal higher education policy is that there 
is no policy in the sense of an integrated, coordinated and comprehensive 
blueprint. The federal government has had a profound influence on the devel- 
opment of higher education in the United States, but this influence has come 
about through a complex of federal activities lacking in central direction or 
vision. 
L. GLADIEUX & T. WOLANIN, CONGRESS AND THE COLLEGES 7 (1976). See Gladieux, The 
Student Loan Quandary: Are There Workable Alternatives?, CHANGE, May/June 1989, at 
35 (referring to the ‘‘patchwork of financial aid programs . . . perceived [by students and 
their families] as outmoded, hopelessly complex, inadequate to the task, and/or promoting 
the wrong values’’). 

171. The economic recession that greeted the Reagan Administration led to steep 
budget cuts for many federal programs, including those benefiting higher education. T.H. 
Bell, then Secretary of Education, explained that ‘‘‘[t]he economy supports schools and 
colleges, and you can’t have a sick economy and fiscally healthy school and college 
budgets.’’’ Bell Foresees More Cuts in Education Budget, N.Y. Times, Sept. 20, 1981, 
§ 1, at 39, col. 1. 

172. ‘‘[Federal] loan programs . . . make $11 billion a year in loan capital available to 
students at a cost of only $3 billion to the government ... .’’ DeLoughry, Shift in Aid 
Policy Hurts Poor Students, Report Concludes, Chron. Higher Educ., Mar. 7, 1990, at 
Ai, col. 2. 
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commencement: expanding access for lower-income and minority stu- 
dents.’ A study conducted in 1982, prior to the most significant 
reductions in federal grants and the shift to loans, estimated that more 
than half of all federal student aid flowed to individuals with family 
incomes below the poverty line. The study warned that a ‘‘typical 
student at a public college or university who receives some form of 
Federal aid could not attend college without the aid... .’’!” 

A more recent study forcefully argues that the federal government’s 
substitution of loans for grants during the 1980s has reduced the 
participation of the poor in higher education.’> Between 1980 and 
1986, the proportion of college freshmen from families with below- 
poverty-level incomes who received federal grants fell fifteen percent, 
from sixty percent of all freshmen to forty-five percent, even as the use 
of federally subsidized loans increased seven percent, from fourteen to 
twenty-one percent.’ From academic year 1977-78 to 1987-88, the 
proportion of college freshmen whose families’ incomes fell into the 
lowest ten percent of the national distribution dropped from ten percent 
to 8.2%, wiping out forty-one percent of the increased-access gains 
made since the Higher Education Act of 1965 first created need-based 
financial-aid programs at the federal level.’”” The study concluded that 
loans introduce additional financial barriers for poor students, barriers 
not present in grants, such as financing costs’”® and ‘‘risk costs,’’ or 


‘doubt about chances of graduating and earning increased incomes to 
be abie to repay their student loans.’’*”® These additional costs may tip 
the cost/benefit scales against the benefits of higher education, provid- 
ing one possible explanation for the growing number of lower-income 
students who choose to forgo college altogether. 

Further, because minorities rely on student aid more than whites do, 
the emphasis on loans instead of grants also has affected them dispro- 





173. Hechinger, Rising College Costs: Harsh Prospects for Society, N.Y. Times, Sept. 
8, 1987, at C12, col. 1. 

174. Study at Public Colleges Finds Aid Keeps Many From Dropping Out, N.Y. Times, 
Sept. 9, 1982, at A16, col. 4. Similarly, a report in 1982 told of ‘‘an unusually large 
number of freshmen’’ who had changed plans and elected not to enroll in college 
“because of anxiety over their ability to pay for commitments [to enroll] made last 
spring.’’ Fiske, Finances Force Freshman to Switch Colleges, N.Y. Times, Oct. 5, 1982, 
at A1, col. 1; A29, col. 1. Higher tuition rates and less financial aid are reasons cited 
for the students’ anxiety. Id. at A29, col. 1. 

175. T. MORTENSEN, THE IMPACT OF INCREASED LOAN UTILIZATION AMONG LOW FAMILY 
INCOME STUDENTS 1 (ACT Student Financial Aid Research Report Series No. 90-1, 1990). 

176. Id. at 5, 8. 

177. Id. at 10. Similarly, the share of college freshmen from families whose income 
fell into the next 15% of the national distribution dropped from 17% in 1980 to 13.5% 
in 1987, wiping out 48% of the gains made between 1965 and 1980. Id. 

178. Financing costs generally include origination fees, insurance fees and interest. 
Id. at 30-32. 

179. Id. at 28. ACT scores and high-school grade averages indicate that poor students 
are less likely to succeed in their educational pursuits than students from higher-income 
families. Id. 
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portionately.**° For example, between 1982 and 1986, the enrollment 
of black students in postsecondary institutions declined 5.4% in private 
colleges and 4.6% in public institutions, although these declines re- 
cently have abated.** 

Another consequence of the shift to loans is the stratification of the 
national student body by wealth,’*? i.e., the concentration of low- to 
moderate-income students in public institutions characterized by rela- 
tively lower tuition rates due to state subsidization, while high- 
income students predominate in more costly private institutions.’ 
Faced with the declining ‘‘purchasing power’’**> of federal grants, less- 
affluent students may find private-college education prohibitively ex- 
pensive, and therefore opt to attend a lower-cost public institution’ 
or to forgo college altogether.’*’ 





180. A recent study of black and white college freshmen found that over 41% of the 
black students relied on Pell Grants, the staple federal grant, compared with less than 
20% of the white students. Jaschik, Student-Aid Changes Affect Blacks More, a UCLA 
Study Finds, Chron. Higher Educ., Sept. 5, 1990, at A21, col. 1. The study further found 
that between 1987 and 1989, the share of black students receiving Pell Grants fell from 
51% to 41%, while the share of white students remained relatively constant at 20%. Id. 
at A24, col. 1. See Students at Black Colleges Hit Hard by Grant Cuts, N.Y. Times, Apr. 
1, 1987, at A19, col. 1 (reporting that between academic years 1979-80 and 1984-85, 
grants to students at forty-three historically black private colleges fell from 53% of the 
typical student-aid package to 30%, while the proportion of federally subsidized loans 
rose from 8% to 30%). 

181. Jones, Enrollment Up at Private Black Schools, USA Today, Feb. 26, 1991, at 
D1, col. 2 (noting that at private, historically black colleges and universities, enrollment 
and applications grew twenty-one percent and thirty-two percent, respectively, since 
1985); Marriott, Black Enrollment in Colleges Up After Long Decline, U.S. Says, N.Y. 
Times, Mar. 30, 1990, at A10, col. 1; Wilson, Many Institutions Report Sharp Drop in 
Freshman Rolis, Chron. Higher Educ., Oct. 3, 1990, at Ai, col. 4 (noting that while 
many higher educational institutions experienced in academic 1990-91 a decline in the 
proportion of freshmen who are black, many historically black colleges experienced 
annual increases of ten to fifteen percent in freshmen enrollment). See Fiske, Fewer 
Blacks Enter Universities; Recession and Aid Cuts Are Cited, N.Y. Times, Nov. 28, 1982, 
at Al, col. 1. 

182. One university president foresees this stratification as ultimately creating ‘‘‘a two- 
tiered system of higher education, offering elite private education for the rich, and state 
and municipal colleges for everyone else.’’’ Fiske, Cuts May Mean Split-level College 
Education, N.Y. Times, March 7, 1982, § 5, at 20, col. 1. 

183. See generally D. Curry, supra note 28, at 2, 9. 

184. For academic year 1989-90, average tuition for private four-year institutions was 
over five times greater than the average tuition for public four-year institutions. Evan- 
gelauf, supra note 165, at A31, col. 1. 

185. Students at Black Colleges Hit Hard by Grant Cuts, N.Y. Times, supra note 180, 
at A19, col. 1. 

186. A New College Segregation, N.Y. Times, Sept. 9, 1982, at A26, col. 1. 

187. A more perverse development involves public colleges and universities that are 
implementing more stringent admission requirements in response to the growing number 
of qualified applicants who, but for the cost, would have applied to more prestigious 
private institutions. Consequently, access to higher education diminishes even further 
for students from disadvantaged backgrounds with poorer academic credentials. See 
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Finally, the shift results in an unhealthy reliance on the continuous 
and generous supply of federal financial-aid funds not only by students, 
but by institutions. Colleges and universities that increase their de- 
pendence on tuition grow more reliant on the federally subsidized 
student loans that fund much of that tuition. Consequently, colleges 
and universities lose their autonomy to the degree that Washington 
tightens its grip, albeit indirectly, on the pursestrings of higher edu- 
cation. *® 


II. RESPONSES TO THE CRISIS 


The problematic components of the financial-aid crisis—soaring tui- 
tion rates, adverse changes in the federal-tax laws, and a shift from 
grants to loans as the predominant form of financial aid—have precip- 
itated responses from nearly all of higher education’s constituents. This 
section discusses the measures undertaken by the two dominant actors 
in the higher educational arena: the federal government and state 
governments. 


A. Federal Responses 


What the federal government has taken away with one hand, it may 
give back with the other. The Tax Reform Act of 1986 severely and 


adversely affected several areas of higher education, making it more 
expensive for students and their families to finance a college education 
and for administrators to operate their institutions.**° Moreover, over 
strident opposition by educators’ and students’™ alike, the Reagan 
Administration substantially pared the federal student-assistance pro- 





Fiske, supra note 181; State Schools Now Moving to Selectivity, N.Y. Times, Feb. 7, 
1982, at A1, col. 1. 

The exclusionary effect of increased tuition rates seems to extend beyond students with 
poor or disadvantaged backgrounds to include students from middle-class families as 
well. Grassmuck, Fewer Students from Middle Class Enrolling in College, Chron. Higher 
Educ., Nov. 14, 1990, at Ai, col. 2 (citing a recent study suggesting that ‘‘[t}he high 
cost of many selective public and private institutions may be driving away middle- 
income students’). Indeed, recognizing the unique plight of many middle-class students— 
too wealthy to qualify for federal grants or subsidized loans yet too poor to afford tuition 
at many colleges and universities—some states offer low-cost loans to such students 
which are similar to federal loan programs except they require the student-borrower and 
his or her co-signer to prove that they are good credit risks. See Blumenstyk, States 
Create Low-Cost Loan Programs To Help Middle Class Pay for College, Chron. Higher 
Educ., Sept. 26, 1990, at Ai, col. 2 (reporting that states with such programs include 
Connecticut, Illinois, Michigan, Minnesota and Pennsylvania). 

188. Fiske, Student Debt Reshaping Colleges and Careers, N.Y. Times, Aug. 3, 1986, 
§ 12, at 34, col. 1; 38, col. 3. 

189. See supra notes 45-151 and accompanying text. 

190. See, e.g., Werner, University Presidents Lobby to Stop U.S. Education Cuts, N.Y. 
Times, Apr. 17, 1986, at B10, col. 3. 

191. See, e.g., Campus Activists Focus on Student Loan Issue, N.Y. Times, May 17, 
1982, § 4, at 15, col. 2. 
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grams during the 1980s, shifting more of the responsibility for paying 
for college back to students and their families by substituting subsidized 
loans for grants.’ Although the Bush Administration seems more 
solicitous towards the needs and ills of higher education today, its 
proposals continue to place responsibility for financing a college degree 
on students and their parents. These proposals, however, seek to temper 
the burden of that responsibility by creating incentives to ‘‘save now’’ 
rather than ‘‘borrow later.’’*** 


1. The Federal Role in Higher Educational Financial Assistance 


Historically, the states rather than the federal government have as- 
sumed responsibility for the development and support of higher edu- 
cation.’*> The primacy of the states in public higher education represented 
a conviction of the Founding Fathers, who rejected several proposals 
at the Constitutional Convention in 1787 to empower the federal gov- 
ernment to establish higher educational institutions if it desired.‘ 
Indeed, ‘‘[o]f all the services that are supported by state funds, the 
state governments have most clearly taken the command of higher 
education.’’”” Yet despite its supplementary role, the federal govern- 
ment has permanently altered the landscape of higher educational 
financial assistance. 

During the early nineteenth century, the general citizenry viewed 
American colleges as ‘‘bailiwicks of the rich’’ that had little or no 
utility for the practical-minded in a country with new frontiers to 





192. See Wilkerson, supra note 166, at A23, col. 1: 

The increased borrowing [by college students] comes when the Reagan Ad- 
ministration is seeking ways to shift the cost of financial aid programs from 
the Federal Government to the students who benefit from them. Administration 
officials say college is worth the investment because the average college graduate 
can expect to earn $640,000 more than a high school graduate over a lifetime. 

‘Who should pay the bill—the student or the cab driver who didn’t even go 
to college?’’ asked Bruce Carnes, Deputy Under Secretary of Education... . 
‘‘Nobody’s holding a gun to these people’s head and saying, ‘You take this 
loan, and you will go to this expensive school.’”’ 

For a discussion of the shift from grants to loans as the predominant form of financial 
aid, see supra notes 149-85 and accompanying text. 

193. See infra notes 244-48 and accompanying text. 

194. For additional discussion of higher education and federal policy, see CARNEGIE 
CouNciL ON Po.icy StupIES IN HIGHER EDUCATION, THE FEDERAL ROLE IN POSTSECONDARY 
EDUCATION (1975); CARNEGIE COMMISSION ON HIGHER EDUCATION, HIGHER EDUCATION: WHO 
Pays? Wuo BENEFITS? WHO SHOULD Pay? (1973); K. ASHWORTH, SCHOLARS AND STATESMEN 
(1972). 

195. THE CARNEGIE COUNCIL ON PoLicy STUDIES IN HIGHER EDUCATION, supra note 194, at 
8 (1975). In most states, this responsibility is either statutorily or constitutionally grounded. 
Van Tol, Crisis in Higher Education Governance: One State’s Struggle For Excellence, 
91 W. Va. L. REv. 1, 5 (1988). 

196. L. GLADIEUX & T. WOLANIN, supra note 170, at 3. ‘‘{T}he federal role in higher 
education has always been one of supplementing the states.’’ Id. 

197. I. SHARKANSKY, THE MALIGNED STATES 82 (1972). 
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tame.’ These convictions, reflecting popular notions of Jacksonian 
democracy, stifled the flow of public monies from state coffers for the 
support of “‘elitist’’ institutions. Consequently, many institutions 
operated ‘‘on the edge of bankruptcy.’’?” 

Only against this background can one fully appreciate the significance 
of the Morrill Act of 1862,?°' which marked the formal entrance of the 
federal government into the arena of higher education. Enacted to set 
aside public lands to each state for the establishment of colleges ‘‘to 
teach such branches of learning as are related to agriculture and the 
mechanic{al] arts,’’°? it promoted a view of higher educational insti- 
tutions as vehicles to advance all members of American society.” 

Other than the Morrill Act, the federal government generally has 
provided little institutional support to colleges and universities; such 
support has been the province of the states.2* The success of the land- 
grant colleges, however, led many to regard higher education as a path 
to socioeconomic advancement; this, in turn, invited a larger federal 
role. As higher education became less of a privilege and more of a 
necessity for individual as well as social progress, federal legislators 
found justification for greater federal responsibility for higher educa- 
tion.2 Specifically, the inability of the economically disadvantaged 
classes to participate in a system that offered to break the chains of 
poverty provided a quintessential justification for federal involve- 
ment. The Higher Education Act of 1965,7°’ enacted during the 





198. W. CHANCE, ON THE ORIGINS OF Low TUITION IN PUBLIC AND INDEPENDENT HIGHER 
EpucaTion 4 (Education Commission of the States Working Paper No. PS-88-4, 1988). 
199. Id. at 5. 
200. Id. 
201. Ch. 130, 12 Stat. 503 (codified at 7 U.S.C. §§ 301-08 (1982)). 
202. Id. at 503, 7 U.S.C. at § 304. 
203. Interestingly, the Morrill Act accomplished this reformation by building on, rather 
than rebutting, populist sentiments: 
The land-grant college incorporated in its rationale the Jacksonian temper; it 
became the common school on a higher level; it became one of the great forces 
of economic and social mobility in American society; it brought the government, 
both federal and state, firmly into the support of higher education. In the land- 
—_ institutions, the American people achieved higher education for the first 


THE nec COLLEGE AND UNIVERSITY 265 (1962), quoted in W. CHANCE, supra note 198, 
at 6. 

204. THE CARNEGIE COMMISSION ON HIGHER EDUCATION, INSTITUTION AID 39 (1972). But 
see The Higher Education Facilities Act of 1963, Pub. L. No. 88-204, 77 Stat. 363 (five- 
year program of federal matching grants and loans for construction of facilities). 

205. ‘“‘As we approach the end of the twentieth century, higher education has become 
a national asset and a national responsibility. Our college-trained population has become 
so mobile that no individual state or region can be assured that its investment in 
advanced education will provide commensurate returns.”’ AMERICAN COUNCIL ON EDUCA- 
TION, PROGRAMS FOR HIGHER EDUCATION 19 (1969). See L. GLADIEW & T. WOLANIN, supra 
note 170, at 8. 

206. ‘‘The federal government has a special obligation to overcome the inequality of 
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Johnson Administration’s War on Poverty, crystallized federal commit- 
ment to equal opportunity and access in postsecondary education as a 
primary federal responsibility. 

The 1965 Act marked the federal responsibility to higher education 
as a continuing dimension of federal policy. With it, the ‘‘federal 
government initiated the emergence of student financial aid as a major 
factor in higher education financing . . . .’’?°* In 1972, Congress passed 
amendments?” (the ‘‘1972 Amendments’’) to the 1965 Act which es- 
tablished the general legal framework of federal financial aid as it exists 
today.?° Reflecting the theme woven into the 1965 Act of ensuring 
equal access to postsecondary education by reducing financial barriers, 
the framework establishes financial need, not academic merit, as the 
basis for receiving aid.?" 





opportunity that has historically prevented young people from low-income families and 
disadvantaged minority groups from enjoying the benefits of higher education.’’ THE 
CARNEGIE COUNCIL ON PoLicy STUDIES IN HIGHER EDUCATION, supra note 194, at 8. 

207. Pub. L. No. 96-374, 94 Stat. 1373 (codified as amended in scattered sections of 
20 U.S.C.). 

208. D. Curry, supra note 28, at 3. Thus, while the states have been responsible for 
the supply of higher education by functioning ‘‘as education entrepreneurs, financiers, 
and planners, the federal government has been primarily a purchaser of services (for 
example, research) and, through its student-aid program, has encouraged others to become 
consumers of higher education.’’ CARNEGIE COMMISSION ON HIGHER EDUCATION, supra note 
194, at 39 (emphasis added). 

209. Education Amendments of 1972, Pub. L. No. 92-318, 86 Stat. 235 (1972). 

210. The 1965 Act established the Educational Opportunity Grant Program, renamed 
the Supplemental Educational Opportunity Grant Program (SEOG) in the 1972 Amend- 
ments. The SEOG is a campus-administered grant program. The 1965 Act also created 
the Guaranteed Student Loan Program (GSL), later renamed the Stafford Student Loan 
Program, a need-based, eight-percent-interest program which remains today the core 
federal student-assistance program. The 1972 Amendments created the Basic Educational 
Opportunity Grant Program (BEOG), which makes available to students nationwide grants 
based on financial need. Other facets of the federal financial-aid matrix include the 
Perkins Loan Program, created in 1958 as the National Defense Student Loan Program 
(NDSL), which provides need-based, five-percent-interest loans; the College Work-Study 
Program (CWS), also offered on a need-only basis; Supplemental Loans for Students 
(SLS), a non-need-based loan program offering loans with relatively higher interest rates; 
the Parent Loan for Undergraduate Students (PLUS), a non-need-based program available 
directly to parents; and finally the State Student Incentive Grant Fund (SSIG), a measure 
designed to encourage states to establish their own grant programs. 

211. The equalization of opportunities for higher education, a goal historically 

more incidental than integral to federal involvement in this field, clearly became 
the central commitment of federal higher education policy with the passage of 
the Education Amendments of 1972. 

As an abstraction, equal opportunity is implicit throughout the bill... . But 
operationally, its principal meaning was that lack of money should not be a 
barrier to an individual’s pursuit of education or training beyond high school. 
Thus the equal opportunity theme is most directly expressed in the student aid 
provisions, which form the centerpiece of the legislation. 


zee 


The law embraces a set of new and old student assistance programs designed 
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In the wake of the 1972 Amendments, federal assistance for higher 
education exploded. Between academic years 1970-71 and 1980-81, 
federal appropriations for postsecondary-student aid increased 437%, 
or 200% after inflation, from $3.295 billion to $14.408 billion.?*? In 
1981, however, the Reagan Administration initiated a frontal assault on 
the federal educational budget, recommending the reduction or elimi- 
nation of major aid programs.?** Congress thwarted the Reagan Admin- 
istration’s efforts to dismantle the student-aid complex,?* but 
substantially reduced its rate of growth.?*5 Federal student assistance 
grew only eight percent between academic years 1980-81 and 1986-87, 
to $15.3 billion, and actually declined about sixteen percent after 
inflation.?** 


2. The Responses of the Bush Administration 


The generally hostile higher educational policies of the Reagan Ad- 
ministration placed Congress and the higher educational community 





to ensure equal access to the postsecondary system and to go far toward ensuring 

equality of choice among institutions. 
L. GLapiEUX & T. WOLANIN, supra note 170, at 224 (emphasis added). Academic achieve- 
ment, however, may become a factor in qualifying for federal student aid. See DeLoughry, 
Administration Eyes Linking Student Aid to Academic Performance, Chron. Higher Educ., 
Oct. 3, 1990, at Ai, col. 2 (reporting on Education Department’s intention to propose 
major changes in aid programs during the 1991 reauthorization of the Higher Education 
Act of 1965). 

212. D. Curry, supra note 28, at 3. 

213. See generally Fiske, Education Secretary Plans Cutbacks in Student Aid, N.Y. 
Times, Jan. 29, 1981, at A1, col. 2; Bell Foresees More Cuts in Education Budget, N.Y. 
Times, Sept. 20, 1981, § 1, at 39, col. 1; Bell Assails Criticism of Plans to Cut Student 
Aid as Unjust, N.Y. Times, May 4, 1982, at A29, col. 1; Hunter, Plan Would Require 
Students to Pay More of School Costs, N.Y. Times, Feb. 2, 1983, at A17, col. 5; Quint, 
Policy May Curtail Student Loans, N.Y. Times, Dec. 21, 1983, at D1, col. 3; Werner, 
Education Chief Urges Aid Change, N.Y. Times, Nov. 20, 1986, at B13, col. 1; Werner, 
Colleges Fear Cuts, N.Y. Times, Jan. 11, 1987, § 4, at 6, col. 4; 50,000 Students Face 
Loss of Federal Grants, N.Y. Times, Feb. 6, 1988, § 1, at 50, col. 3; New Formulas 
Tighten Purse Strings on Aid, N.Y. Times, June 15, 1988, at B8, col. 5. 

214. See Ranking, Easing the Cost of College, N.Y. Times, Sept. 26, 1982, § 3, at 15, 
col. 1 (noting that ‘‘many of the [Reagan] Administration’s harshest proposals .. . did 
not survive the Congressional budget process’’); Pear, Student Aid Cuts Opposed in 
House, N.Y. Times, May 11, 1983, at A13, col. 1; Werner, Senate Expands Law Providing 
Student Loans, N.Y. Times, June 4, 1986, at A1, col. 5 (reporting the Senate’s passage 
of bill extending for five years the student-aid programs originally created by the Higher 
Education Act of 1965). 

215. Congress recognized that the fiscal pressures bearing upon the federal budget 
demanded control over the souring costs of federal student-assistance programs, partic- 
ularly the Pell and Guaranteed Student Loan Programs. Accordingly, it reduced the 
growth of most federal-aid programs and even repealed the Middle Income Student 
Assistance Act, Pub. L. No. 95-566, 92 Stat. 2402 (1978), which had gained the reputation 
as a subsidy for the well-to-do. See Trachtenberg, Public Subsidies For Rich Students, 
N.Y. Times, Sept. 13, 1982, § 1, at 23, col. 1. Cf. Ostar, Rising Tide of Public College 
Costs, N.Y. Times, Oct. 4, 1983, § 1, at 26, col. 4. 

216. D. Curry, supra note 28, at 4. 
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on the defensive, forcing them to focus their efforts on retaining the 
federal student-aid programs already in place.?’” Consequently, few 
federal initiatives aimed at the development of new financial-aid pro- 
grams emerged from either the White House or Capitol Hill during the 
1980s. Political gridlock and a myopic fixation on the trade and 
budget deficits stymied most educational assistance proposals, leaving 
relatively unchanged the federal financial-aid system created by the 
1965 Act and the 1972 Amendments.?** 

As Vice President, George Bush had begun to manifest a ‘‘kinder, 
gentler’’ attitude toward higher education. He described financial as- 
sistance to families struggling to finance their children’s college edu- 
cation as one of the ‘‘highest priorities in the 1990’s.’’?*° Indeed, 
anticipating the formal announcement of his candidacy for the presi- 
dency, Mr. Bush broke with the Reagan Administration’s policy of 
siphoning the fuel from the student-aid engine and advocated the 
expansion of core programs, including grants and subsidized loans to 
low-income students as well as work-study programs.”2* Accordingly, 
Bush’s victory in the 1988 election effected cautious optimism among 
the higher educational community, particularly because 1991 marked 
the year that Congress would engage in ‘‘the most thorough review in 
a decade of the federal programs for colleges and universities’’ which 
the 1965 Act had spawned and which command $10 billion of the 


federal budget.?22 





217. See, e.g., Norman, 2 Landers of Higher Education React to Cuts in Government 
Aid: Princeton’s President Offers Some Support, N.Y. Times, Mar. 7, 1982, at B2, col. 
3 (quoting William G. Bowen, then-president of Princeton University: ‘‘‘[A]re we going 
to sit around and let a whole structure of financial aid be dismantled?’ he asked. ‘I’m 
certainly not.’’’). 

218. Newman, Federal Educational Policy: Playing Catch-Up, CHANGE, Nov./Dec. 1988, 
at 4. 

219. See Children, Teachers, National Goals: Ideas for an Education President, CHANGE, 
Nov./Dec. 1988, at 11, 12 (referring to existing federal legislation as ‘‘a museum of 
antiquated programs left over from before the excellence [in education] movement be- 
gan’’). For a discussion of the financial-aid system established by the 1965 Act and the 
1972 Amendments, see supra notes 209-10 and accompanying text. 

220. Indeed, as Vice President, George Bush envisioned a restructuring of the entire 
federal-aid system: 

“If you look into the future, at every level, it seems to me, you're going to 
see an increase in spending for education. But it’s not just spending. 
We've got to reform the whole educational process. We are already spending 
more per kid than any country and we are not No. 1 in terms of achievement. 
I’m looking for a reform of the whole educational system, not just the Federal 
Government.”’ 
Boyd, Bush Urges Higher Spending to Finance College Education, N.Y. Times, May 17, 
1987, § 1, at 32, col. 5. 

221. Boyd, Bush Urges More U.S. Aid for College Students, July 29, 1987, § 1, at 16, 
col. 4. 

222. DeLoughry, Colleges, Congress Prepare for 2-Year Review of Federal Programs in 
Higher Education, Chron. Higher Educ., Oct. 25, 1989, at A19, col. 3. 
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In his fiscal 1989 budget proposal, President Bush outlined several 
new federal initiatives for postsecondary education, including programs 
to establish scholarships for students who excel in math or science and 
to channel federal funds to bolster endowments at historically black 
colleges. The higher educational community generally applauded Pres- 
ident Bush’s proposals, but grew skeptical of his self-proclaimed com- 
mitment to be the ‘‘Education President’ when he failed to provide 
specific ‘‘dollar figures’ for the proposed programs.?2* This skepticism 
seems justified, particularly in light of then-Education Secretary Cava- 
zos’ ‘‘often-repeated message that education needs restructuring and 
not more money.’’?* 

In his fiscal 1991 budget proposal, President Bush retreated from his 
belief, voiced in 1987 as Vice President, that the ‘‘Federal Government 
should spend more on education . . . .”’?5 The budget’s scrivener, Budget 
Director Richard G. Darman, characterized some federal educational 
programs, particularly the student-loan program, as ‘‘Pac-Men,”’ i.e., 
hidden liabilities ‘‘waiting to spring forward and consume another line 
of resource dots in the budget maze.’’2? Consequently, President Bush 
now advocates fiscally conservative programs to increase the afforda- 
bility of, and ensure equal access to, higher education. Thus, while 
proposing to increase by $20 million the annual appropriations for the 
endowments of historically black colleges and again to establish schol- 


arship programs for math or science students,””” President Bush’s pro- 
posed budget sought an overall reduction in student aid which could 
have affected 300,000 students.??* Not surprisingly, educators and col- 





223. Wilson, Budget Uncertainties Confuse Colleges, Washington Officials, Chron. 
Higher Educ., Feb. 22, 1989, at Ai, col. 2. Although then-Secretary of Education Lauro 
F. Cavazos stated that President Bush’s budget contained overall increases in spending 
for education, he could not say which other programs would suffer spending freezes or 
reductions to pay for the new programs. Id. at A22, col. 1. 

224. ‘‘‘Money is clearly not the answer to our education deficit . . . . The real answer 
lies in better utilization of existing resources.’’’ Mangan, Lawmakers in Texas Protest 
Remarks by Cavazos That More Money Won't Solve Ills of Education, Chron. Higher 
Educ., Mar. 14, 1990, at A29, col. 2, A31, col. 5 (quoting Secretary Cavazos). 

225. Boyd, supra note 221, § 1, at 16, col. 4. 

226. Darman Conducts a Tour of Wonderland: The Federal Budget, N.Y. Times, Jan. 
22, 1990, § 1, at 10, cols. 1, 3. 

227. See supra note 221 and accompanying text. Generally, President Bush’s 1991 
budget proposal reflected an emphasis on elementary and secondary, rather than postse- 
condary, programs. Further, the proposal reflected the Administration’s position that 
more efficient use of available resources rather than increased appropriations is the best 
solution to the country’s educational problems. DeLoughry, Congress Is Skeptical as 
Cavazos Defends 1991 Education Budget, Chron. Higher Educ., Feb. 28, 1990, at A23, 
col. 2. ‘ 

228. DeLoughry, Bush’s Budget Would Slash Aid to 300,000 Students in 1991-92, 
Chron. Higher Educ., Feb. 7, 1990, at A24, col. 1. Although the President’s budget 
proposal would increase the number of Pell Grant recipients by including part-time 
students, it requests no money to increase the maximum grant available, which at $2,300 
has remained constant for three years. Indeed, under the budget proposal, the Pell Grant 
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lege administrators assailed the proposals, questioned the President’s 
commitment to higher education, particularly the goal underlying the 
1965 Act of equal access for students of all income levels,?”° and offered 
far more generous proposals of their own.?*° 

Ironically, before adjourning for 1990, the Senate killed an $800 
million education bill,?** the initial version of which President Bush 
had sent to Congress eighteen months earlier. That bill contained several 
programs long advocated by the President, such as increasing aid to 
historically black colleges and establishing a scholarship program for 
undergraduates studying science or mathematics.2*? To assuage the 
Administration’s concerns regarding the bill’s excessive costs, lawmak- 
ers proposed to delete certain provisions,?** which they had added to 
the President’s version of the bill, costing millions of dollars by making 
more middle-income students eligible to participate in financial-aid 
programs. Senate Republicans blocked a vote on the compromise,” 
however, effectively killing the bill unless the 102nd Congress recon- 
siders it. 

Despite the frugal tenor of Congressional and White House efforts to 
construct a deficit-reducing budget package for fiscal 1991, student-aid 
appropriations for academic year 1991-92 managed to rise ten percent 
to approximately $6.7 billion,?*> not including an additional $5.3 billion 
that Congress estimates it will spend on interest subsidies and defaults 
in the federally guaranteed student-loan programs.?** Pell Grants fared 





program would run out of funds as early as spring of 1991. Also, the proposal would 
cut $730 million from existing student-loan programs. Specifically, it would eliminate 
federal contributions to both the State Student Incentive Grant Program and the Perkins 
Student Loan Program, as well as freeze further appropriations to the College Work- 
Study and Supplemental Educational Opportunity Grant programs. For a more complete 
discussion of President Bush’s budget proposals impacting education, see id. 

229. See supra note 211 and accompanying text. 

230. A coalition of 100 education lobbyists, known as the Committee on Education 
Funding, and Rep. Augustus F. Hawkins, chairman of the House Education and Labor 
Committee, separately have offered plans that would increase the current $6.7 billion 
federal budget for student aid by $7.5 billion and $5.6 billion, respectively. Supporters 
of Increased Federal Spending for Education Challenge Bush with 2 Plans to Double 
Appropriations, Chron. Higher Educ., Jan. 31, 1990, at A21, col. 2. 

231. S. 695, 101st Cong., 2d Sess., 136 Conc. Rec. H5697 (daily ed. July 27, 1990). 

232. See supra note 221 and accompanying text. 

233. One such provision would have increased aid eligibility by removing the equity 
in a family’s home or farm from the formula used by financial-aid administrators to 
award Pell Grants. Another provision would have reduced from seventy to fifty percent 
the portion of their income that students are expected to spend on college expenses. See 
supra note 231 at H5706. See also DeLoughry, Congress Strips Education Bill of Aid 
Provisions, Chron. Higher Educ., Oct. 31, 1990, at A26, col. 4. 


234. DeLoughry, Washington Update, Chron. Higher Educ., Nov. 7, 1990, at A26, col. 
2 


235. Departments of Labor, Health and Human Services, and Education, and Related 
Agencies Appropriations Act, 1991, Pub. L. No. 101-517, 104 Stat. 2190, 2212 (1990) 
{hereinafter the ‘1991 Appropriations Act’’]. 

236. DeLoughry, Student Aid Would Increase in Budget Compromise, but 60 Colleges 
Could Be Cut from U.S. Loan Rolls, Chron. Higher Educ., Oct. 31, 1990, at A16, col. 2. 
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particularly well under the educational spending bill: New money 
flowing to the Pell program accounts for ninety percent of the ten- 
percent increase in student-aid appropriations. Further, for the first 
time in three years, lawmakers increased the maximum Pell Grant 
award, from $2,300 to $2,400.27 

Federal lawmakers, however, still found ways to extract savings from 
the studen*-aid programs. For example, the 1991 Appropriations Act 
continues to deny Pell Grants to students who attend a postsecondary 
institution on less than a half-time basis.?** Also, for students lacking 
high school diplomas or equivalent credentials ‘‘to be eligible to receive 
any student financial aid authorized under title IV of the Higher 
Education Act of 1965, as amended, for award year 1991-1992,’’ they 
first must pass independently administered tests measuring their ability 
to benefit from postsecondary instruction.?*° 

Moreover, lawmakers expect to save about $1.1 billion’ by elimi- 
nating from participation in federal student-loan programs in 1991 and 
1992 those higher educational institutions whose former students have 
amassed loan-default rates above thirty-five percent for each of the three 
most recent years for which data are available.?** Data gathered by the 
Department of Education which consider loans due in 1988 indicate 
that about 125 non-profit colleges are ineligible under this new provi- 
sion.” Finally, the Bush Administration appears poised to extract 


additional savings from the federal financial-aid complex by extending 
the ‘‘ineligibility’’ theme two steps further: In connection with the 
1991 reauthorization of the Higher Education Act of 1965, the Depart- 
ment of Education intends to propose linking eligibility for student-aid 
awards, most of which already are based solely on financial need, to 





237. 1991 Appropriations Act, supra note 235, 104 Stat. at 2212-13. To quell the fears 
of some Education Department officials that, given the number of students receiving Pell 
Grants, sufficient funds to cover the increase would not be available, see DeLoughry, 
supra note 236, at A16, cols. 3-4, the $6.7 billion earmarked for student-aid programs 
include $113 million that ‘‘shall only be available if such funds are necessary to pay a 
maximum [Pell] grant of $2,400 during the 1991-1992 program year... .’’ 1991 Appro- 
priations Act, supra note 235, 104 Stat. at 2212-13. 

238. 1991 Appropriations Act, supra note 235, 104 Stat. at 2213. Congress introduced 
this limitation in its educational spending bill for academic year 1989-90. See Departments 
of Labor, Health and Human Services, and Education, and Related Agencies Appropria- 
tions Act, 1990, Pub. L. No. 101-166, 103 Stat. 1159, 1182 (1989). 

239. 1991 Appropriations Act, supra note 235, 104 Stat. at 2213 (emphasis added). 

240. DeLoughry, supra note 236, at A16, col. 4. 

241. 1990 Budget Act, supra note 50, § 3004, 104 Stat. at ____ (amending § 435(a) of 
the Higher Education Act of 1965, as amended) (emphasis added). In 1993 the cutoff 
point falls to thirty percent. Id. Historically black colleges and colleges controlled by 
Indian tribes are exempt until 1994. Id. Colleges and universities ineligible for the loan 
programs under this provision may appeal to the Secretary of Education on the basis 
that their default rates are inaccurate or there exist ‘‘exceptional mitigating circumstances 
that would make the application of this [provision] inequitable.’’ Id. 

242. DeLoughry, supra note 236, at A16, col. 4. 
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(1) students’ academic performance and (2) postsecondary institutions’ 
student-retention records.” 

Despite the Administration’s recent austere student-aid policy, Pres- 
ident Bush has outlined one initiative which would help students and 
their families finance a college education—the Family Savings Account. 
A tax-free savings account aimed at the middle class, this device would 
enable individuals earning up to $120,000 to contribute annually as 
much as $15,000 to a designated account, whose earnings would accrue 
tax-free. After seven years, the individual could withdraw the money 
for any purpose with no tax liability at all.2“* Designed to promote 
savings, the lack of which some experts cite as a chief economic ill 
besetting the United States,?*5 the Family Savings Account would offer 
a flexible, economically superior*“* vehicle for accumulating funds in 
anticipation of college. The Account, however, would provide little 
relief to those low-income families who cannot afford discretionary 
savings programs. For them, a budget expenditure, such as the recent 
increase of the maximum Pell Grant award to $2,400,” rather than a 
tax expenditure, like the Family Savings Account, responds more sen- 
sitively to their educational needs.“* In any event, the measure failed 





243. DeLoughry, supra note 211, at A28, col. 4. One college president characterizes 
the Bush Administration’s proposal to tie grant money to academic performance as 
‘‘questioning the original intent of the [financial-aid] sities equalize access to 
higher education by reducing financial barriers. Id. 

244. See generally Nash, Bush to Propose Tax-Free pabitei on Some Deposits, N.Y. 
Times, Jan. 26, 1990, at A1, col. 4. 

245. See, e.g., id. at C2, col. 2 (Alan Greenspan, Chairman of the Federal Reserve 
Board, referring to nation’s low saving rate as ‘‘the most important long-term issue that 
had to be addressed by policy makers’’). But see Rosenbaum, Greenspan Sees End to 
Price Rises, N.Y. Times, Feb. 23, 1990, at C1, col. 6 (referring to a comment made by 
Chairman Greenspan that tax incentives to increase personal savings should be rejected 
if they increase the federal budget deficit); Wicker, What Savings Crisis?, N.Y. Times, 
Mar. 5, 1990, at A13, col. 5 (dismissing notion of a savings crisis as a ‘‘political charade”’ 
and advocating direct federal expenditures for education rather than tax benefits for the 
middle class). 

246. Rowland, Savings According to Bush, N.Y. Times, Feb. 4, 1990, § 3, at 17, col. 
1 (describing savings plan as ‘‘beat[ing] any type of tax-advantaged account available to 
Americans today’’). 

247. See supra note 237 and accompanying text. 

248. The federal government’s current higher educational policies, initiated during the 
Reagan Administration and enduring under President Bush, have strayed from the primary 
objective of federal involvement in the student-aid arena since 1965—equal access to 
higher education for students of all income levels. Consider one commentator’s assessment 
of the current federal educational policies: 

Government policy over [the 1970s and 1980s] has been turned on its head. 
The Higher Education Act of 1965 established a commitment to help remove 
financial barriers to higher education for the disadvantaged through need-based 
grant programs, while helping middle class families with government—guar- 
anteed but minimally subsidized private bank loans. Today the . . . [Stafford 
Student Loan program] is by far the largest source of assistance, even for the 
lowest-income students. Regular Stafford Loans provide ... more than twice 
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to find its way into the fiscal 1991 federal budget. Whether President 
Bush will continue to advocate the Family Savings Account remains 
unclear. 


B. State Responses 


As tuition rates escalate and increases in federal financial aid slow, 
many states have acted to fill the gap. Assuming more of what they 
consider a federal responsibility—helping students to finance college 
costs*“°—state legislators not only have increased their student-aid ap- 
propriations,2°° but have launched a variety of programs designed to 
help families plan and pay for the cost of a college education. Indeed, 
because of their historically dominant role in higher education,”** some 
states seem to have reacted out of a sense of duty.?*? Whether motivated 
by duty or by economic necessity, states during the 1980s have shoul- 
dered a growing share of the financial responsibility of postsecondary- 
student aid,?5* a responsibility chiefly borne by the federal government 
since the enactment of the 1965 Act and the 1972 Amendments.” 


1. State Approaches to Higher-Education Finance 


Perhaps owing to the ‘‘frequent media attention to battles about 
federal student aid,’ many people fail to appreciate the states’ role in 





as much as Pell Grants that were meant to be the system’s foundation. 
zek 
There is wide agreement in Wash‘ gton that this policy drift is entirely in 

the wrong directicn and that a better balance needs to be established between 

loan and grant support for students. 
Gladieux, The Student Loan Quandary, CHANGE, May/June 1989, at 35, 36 (emphasis 
added). The Bush Administration, however, citing current budgetary restrictions, has 
indicated that it will continue to emphasize loans over grants. See DeLoughry, supra 
note 211, at A28, col. 5. 

249. See D. Curry, supra note 28, at 22 (noting the results of a 1987 survey indicating 
that forty percent of the states’ ‘‘higher education finance officers felt that their states 
had no financial policy at all,’’ which suggests their reliance on federal activity in that 
area). 

250. Blumenstyk, Spending by States on Student Aid Will Increase by 12 Pct. This 
Year, Passing $2-Billion Mark, Chron. Higher Educ., Feb. 21, 1990, at A21, col. 1. But 
see Jaschik, States Spending $40.8-Billion on Colleges This Year; Growth Rate at a 30- 
Year Low, Chron. Higher Educ., Oct. 24, 1990, at Ai, col. 3; Cage & Blumenstyk, State 
Notes, Chron. Higher Educ., Nov. 24, 1990, at A25, col. 1 (stating that governors in 
three states — Maryland, New Jersey, and New York — have ordered budget cuts 
significantly reducing appropriations to higher education). 

251. See supra notes 195-97 and accompanying text. 

252. ‘‘‘You try to respond to pressing state needs when the federal government doesn’t 
respond effectively,’ said [the] executive director of the California Student Aid Commis- 
sion. But, he said, with tough [state] budget years on the horizon, ‘states are not going 
to be in a position to respond.’’’ Blumenstyk, supra note 250, at A31, cols. 2-3. 

253. Blumenstyk & Cage, Races for Governor Hold High Stakes for Public Colleges, 
Chron. Higher Educ., June 6, 1990, at A1, col. 2. 

254. See supra notes 205-11 and accompanying text. 
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higher educational finance.?** In truth, the role of the states in this area 
dwarfs the role of the federal government. In 1985, for example, direct 
state and local contributions to postsecondary institutions approximated 
$30.6 billion, while federal student-aid expenditures totalled only $9 
billion.?5¢ 

The historical absence of any national policy or system, of higher 
education has led to the proliferation of different systems among the 
states.257 Thus, many different methods of financing public and, to a 
lesser extent, private postsecondary institutions have developed. These 
different methods, however, essentially represent varying combinations 
of two elements: (1) tuition policy, which addresses the degree of 
tuition subsidization by the state; and (2) financial-aid programs.?** The 
relative emphasis placed by a particular state on these two elements 
reflects that state’s political objectives concerning the accessibility of 
higher education, the choice between public and private institutions, 
and the quality of instruction and research. 


2. A New Era in State-Financed Student Aid 


Despite the scant attention that states have historically devoted to the 
conscious, integrated development of financial-aid policies or strate- 





255. Fisher, State Financing of Higher Education: A New Look at an Old Problem, 
CHANGE, Jan./Feb. 1990, at 42, 44 (emphasis added). 
256. Id. 
257. W. CHANCE, supra note 198, at 1 (stating that ‘‘America always has had about as 
many distinct systems of higher education as it has had states’). 
258. Generally, the states employ five different strategies to finance their postsecondary 
systems. The strategies and the regions in which they predominate include: 
Approach Region 
Low Tuition/Low Student Aid Rocky Mountain West 
Moderate Tuition/Low Student Aid § South; West-North Central 
High Tuition/Low Student Aid Northern New England 
High Tuition/High Student Aid Northeast; Eastern North Central 
Low or Moderate Tuition/High West; South 
Student Aid 
D. Curry, supra note 28, at 16. States with low or moderate tuition generally subsidize 
higher education with tax dollars, thereby reducing the burden of financing a college 
education for students regardless of their financial need. States with higher public-tuition 
rates usually achieve effective access by operating student-aid programs which target 
students with financial need and provide students with greater choice between public 
and private institutions. Id. at 16, 22-23. The historically predominant strategy among 
states—low public tuition—has come under harsh criticism, largely for its inability to 
distinguish among students according to financial need; the essence of this criticism is 
that public tuitions kept artificially low through state subsidies provide a windfall to 
affluent students who enroll in public postsecondary schools. See Fisher, supra note 
255, at 48-49, 50-52 (advocating the elimination of direct state subsidies to public colleges 
and universities, the raising of tuition rates to reflect a greater share of actual costs, and 
the replacement of subsidies to schools by federal and state need-based aid to students); 
W. CHANCE, supra note 198, at 10. For a discussion of the feasibility of a nationally 
subsidized program of low or no tuition for the first two years of college, see THE 
CARNEGIE COUNCIL ON PoLicy STUDIES IN HIGHER EDUCATION, Low oR No TurTION (1975). 
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gies,?*° the states recently have seized the initiative with regard to 
student aid. They have done so in two ways. First, reversing the slow 
growth rates that characterized the mid-1980s, for academic year 1990- 
91 state lawmakers increased state spending on need-based grants by 
twelve percent, the second largest annual increase in ten years.” 
Indeed, during the 1980s, state spending on need-based aid grew more 
than ninety-two percent while equivalent federal programs, particularly 
Pell Grants, grew only seventy-seven percent over the same period.” 
Secondly, lawmakers of many states either have passed legislation or 
have assembled committees to address ways to encourage and enable 
families to save for the future costs of their children’s college education. 
Spurred by both the need to ensure continued accessibility to their 
public colleges and universities? as well as the public appeal of 
student-aid programs, ‘‘at least 28 states have programs in effect or in 
the works to promote. savings for college... .’’* 

Nonetheless, faced with budgetary constraints of their own,” state 
officials have concentrated their efforts on programs which ultimately 
shift the costs of college to students and their families.7** The goal of 
these programs is to encourage families to save and invest, rather than 
borrow, to pay for tuition. To this effect, two types of family-savings 
programs have emerged from the state level: prepaid-tuition programs 





259. Blumenstyk, supra note 250, at A21, col. 1. 

260. Id. 

261. Id. at A21, col. 3. Not only were total state appropriations for higher education 
in academic year 1989-90 up 14.3% over the spending levels of two years. earlier, but 
“fiJn the 37 states where student aid is listed as a separate budget item, it was increased 
by an average of 30 percent, twice the amount of the overall rise in appropriations.”’ 
Jaschik, State Governments to Spend $39.3-Billion on Colleges and Universities in 1989- 
90, Chron. Higher Educ., Oct. 25, 1989, at A1, col. 3, A20, col. 4. 

262. Colleges and universities must enroll a sufficient number of students—a ‘‘critical 
mass’’—to ensure that their teachers will have pupils to teach. Consequently, the states 
have a unique interest in reducing financial barriers that prevent students from attending 
public postsecondary schools. See W. CHANCE, supra note 198, at 5 {noting the mid-19th 
century historical curiosity involving colleges and universities that needed students to 
enroll but, due to fiscal constraints, had to choose whether to pay students to enroll or 
faculty to teach). 

263. Blumenstyk, Politically and Financially, College-Savings Plans Have Caught On, 
Chron. Higher Educ., Oct. 4, 1989, at A23, col. 1. 

264. See Cage & Blumenstyk, supra note 37, at A1, col. 2; Jaschik, supra note 250, at 
Al, cols. 3-4 (noting that college officials blame the states’ reduced increases in higher 
educational appropriations ‘‘on the worsening national economy’’). Budgetary pressures 
on state appropriations to colleges and universities seem likely to persist. See Schonber- 
ger, Bleak Outlook in Most States Makes Candidates for Governor Tentative About Their 
Promises for Colleges, Chron. Higher Educ., Oct. 31, 1990, at A17, col. 1. 

265. Responding to the projected 1987 increases in state spending for grants and 
scholarships for college students, the second-lowest increases during the 1980s, one state 
official commented that ‘‘states are doing pretty much what the federal government is 
doing: letting students borrow the money because [the state and federal governments] 
can’t afford to keep up with the grant expenditures.’’ Leatherman, State Spending on 
Financial Aid for Needy Students Expected to Total $1.5-Billion this Academic Year, 
Chron. Higher Educ., Feb. 22, 1989, at A21, cols. 2, 3. 
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and college savings-bond programs.”** Whether the federal government 
eventually will adopt one of these approaches for use at the national 
level is not certain.?® In any case, these developments reaffirm that the 
states are the laboratory not only of democracy, but of higher educa- 
tional finance as well. 


a. Prepaid-Tuition Programs 


i. Generally 


A prepaid-tuition program enables parents or benefactors to pay for 
college tuition years before the student-beneficiary enrolls. It guarantees 





266. A ‘‘welcomed side effect’’ of these college-savings plans is additional pressure 
on public colleges and universities to keep their tuition down, since the economic 
viability of many of the state-sponsored plans depends on future tuition rates. That 
pressure may come from within. For example, then-Michigan Governor James J. Blan- 
chard, whose state is a pioneer in tuition-prepayment programs, ‘‘threatened to reduce 
state support for the [state’s] universities if they did not limit their tuition increases.’’ 
Cage, supra note 37, at A24, col. 5. Governor Blanchard made good on his threat, cutting 
state research funds to two Michigan universities whose tuition increases for academic 
year 1990-91 exceeded his self-imposed limit of 6.5%. Blumenstyk, State Notes, Chron. 
Higher Educ., Sept. 5, 1990, at A22, col. 5. 

In the long run, however, the pressure on colleges and universities to limit tuition 
increases may reduce further the ability of low-income students to attend college. With 
less revenue from tuition, higher educational institutions will have to pare their budgets, 
and financial-aid appropriations may suffer the largest cuts. This possibility is greatest 
at private colleges, which ‘‘spend more of their operating budgets on aid to students 
than do public institutions.’ Wilson, Holding Down Tuition Could Lead to Student-Aid 
Cuts, Officials Say, Chron. Higher Educ., Apr. 18, 1990, at A3, col. 1. 

267. One commentator feels that the federal government should not ‘‘jump in as a 
determining player’’ in college-savings plans until a better ‘‘understanding of which 
features among them will be best in the long run.” Marchese, Children, Teachers, 
National Goals: Ideas for an Education President, CHANGE, Nov./Dec. 1988, at 11, 19. 

Indeed, in 1987 and 1988 the 100th Congress considered eleven bills that would have 
involved the federal government in tuition-prepayment plans as well as college-savings 
bonds. Specifically, two bills, which failed to pass, would have created a National 
Education Savings Trust—a public, tax-exempt corporation designed to implement and 
operate a national tuition-prepayment plan for postsecondary students. S. 1572, H.R. 
3252, 100th Cong., ist Sess. § 104(d) (1987). A separate bill would have established a 
United States Savings Bond program under which the Secretary of Education would issue 
tax-deductible ‘‘Tuition Bonds’’ encouraging parents to save for their children’s college 
education and to protect against rising college costs. H.R. 3874, 100th Cong., 2d Sess. 
§§ 2(b), 3 (1988). 

Despite the many bills and proposals before it, Congress chose a more conservative 
approach in the Technical and Miscellaneous Revenue Act of 1988 (TAMRA), which 
created a new § 135 of the Internal Revenue Code entitled ‘‘Income From United States 
Savings Bonds Used To Pay Higher Education Tuition and Fees.’’ TAMRA, Pub. L. No. 
100-647, tit. VI § 6009, 102 Stat. 3342, 3688 (1988). Generally, the new § 135 allows 
individuals to exclude from gross income the proceeds from the redemption of United 
States savings bonds if such proceeds are used to pay college tuition and fees. The 
savings bonds, however, must have been issued (1) after December 31, 1989, (2) to an 
individual at least twenty-four years old, and (3) at a discount. Id. at § 6009(a). The only 
bonds that the federal government has issued after December 23, 1989 at a discount are 
Series EE United States Savings Bonds. For a more thorough analysis of the National 
Education Savings Trust and the new § 135, see Williams, Financing a College Education: 
A Taxing Dilemma, 50 Onto ST. L.J. 561 (1989). 
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that the initial payment will cover tuition costs and fees, regardless of 
how rapidly they may rise. The size of the prepayment ordinarily varies 
with the age of the prospective student, the estimated increase in tuition 
rates, and estimates of the rate of return the sponsoring state can earn 
investing the prepayment. 

Responding mostly to concerns of their middle-class constituents over 
escalating tuition costs, state lawmakers quickly began sponsoring pre- 
paid-tuition plans ‘‘to help families that were too well off to receive 
federal financial aid, but not wealthy enough to pay for higher education 
on their own.’’?®* Currently, eleven states have enacted prepaid-tuition 
programs, yet only three such states—Michigan, Florida, and Wyom- 
ing—have implemented them.” In 1986, Michigan became the first 
state to introduce the concept of a state-operated prepaid-tuition pro- 
gram, and its program became a model on which most of the other 
states have based their plans. 


ii. The Michigan Model 


On December 23, 1986, then-Governor James J. Blanchard signed into 
law the Michigan Education Trust Act?” (the Michigan Act). The 
Michigan Act has eight stated objectives,?”1 ranging from ensuring 





268. Leatherman, States’ Interest in Tuition Plans Grows; Focus Shifts Toward Savings 
Programs, Chron. Higher Educ., Sept. 14, 1988, at Ai, col. 1, A24, col. 1. To address 
these same concerns, some states, including Connecticut, Illinois, Michigan, Minnesota 
and Pennsylvania, also implemented loan programs that resemble the federal govern- 
ment’s Stafford Student Loan program. These state loan efforts, like the Stafford program, 
permit students to borrow at eight-percent interest and to defer payments of interest and 
principal until graduation, but require student borrowers and their cosigners to prove 
they are good credit risks, a requirement the Stafford program lacks. Although this 
requirement reduces the states’ risk of loan defaults, critics view the state loan programs 
as reflecting ‘‘a disturbing trend in student aid: Governments are developing programs 
that help middle-class families rather than the neediest students, who depend the most 
on financial assistance.’’ Blumenstyk, States Create Low-Cost Loan Programs To Help 
Middle Class Pay for College, Chron. Higher Educ., Sept. 26, 1990, at A1, col. 1, A32, 
col. 1. Because the states subsidize these loan programs by floating tax-exempt bonds, 
critics also view the programs as another subsidy for the rich. Id. at A32, cols. 1-2. 

269. The eleven states are Alabama, Florida, Indiana, Louisiana, Maine, Michigan, 
Missouri, Ohio, Oklahoma, West Virginia and Wyoming. A. McGuINNEss & C. PAULSON, 
1990 SuRvVEY OF COLLEGE SAVINGS AND GUARANTEED TUITION PROGRAMS § 3 (Education 
Commission of the States, 1990). 

270. MicH. Comp. Laws §§ 390.1421-44 (1988). For additional discussion of the Mi- 
chigan Act and Michigan’s program, see Williams, supra note 267, at 579-92. 

271. The purposes are: 

(a) To encourage education and the means of education. 

(b) To maintain state institutions of higher education by helping to provide a 
stable financial base to these institutions. 

(c) To provide wide and affordable access to state institutions of higher 
education for the residents of this state. 

(d) To encourage attendance at state institutions of higher education. 

(e) To provide students and their parents economic protection against rising 
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access to, and a future financial base for, Michigan’s postsecondary 
institutions, to protecting families against future tuition increases. To 
implement the program it created, the Michigan Act established the 
Michigan Education Trust (MET), a public corporate body within the 
Michigan Department of Treasury, independently operated by a Board 
of Directors.?”? 

To participate in MET, an individual or business purchases an ad- 
vance tuition-payment contract from MET and designates a beneficiary 
of the contract.?”? Upon the beneficiary’s enrollment in any state post- 
secondary institution,?”* MET pays the beneficiary’s tuition. The bene- 
ficiary incurs no additional tuition costs. The purchaser may pay off 
the contract on an installment basis, and all such payments are de- 
ductible from the purchaser’s taxable income for state income-tax pur- 
poses.?”>5 The Board of Directors invests the funds on behalf of the 
Trust, whose assets are not state monies but nonetheless are pooled 
with state assets for investment purposes.?”* The Trust’s assets and the 
income they produce are exempt from state taxation.?”” The Board uses 
the Trust’s assets to satisfy all financial obligations and incidental costs 
arising under the MET program.” The State of Michigan has no 
financial liability under the program and does not guarantee its financial 
solvency.?” 

The cost of a particular contract depends on the age of the beneficiary, 


the time of purchase, and the number of academic years of prepaid 
tuition. In 1988, the first year of the program’s operation, one year of 
tuition for a newborn child cost $1,689. In 1989, the Board of Directors 
increased the price thirteen percent to $1,916.7%° 

If the beneficiary chooses not to attend a public postsecondary insti- 
tution in Michigan, or fails to gain admission, the Michigan Act permits 
the beneficiary to terminate the contract and receive a refund, the 





tuition costs. 
(f) To provide students and their parents financing assistance for postsecondary 
education at a Michigan institution of higher education of their choice. 
(g) To help provide the benefits of higher education to the people of this state. 
(h) To encourage elementary and secondary students in this state to achieve 
higher standards of performance. 
Michigan Education Trust Act, Micu. Comp. Laws § 390.1423 (1988). 
272. Id. at § 390.1425. 
273. The beneficiary must be a Michigan resident. Id. at § 390.1424(e). 
274. Id. at § 390.1426(1). 
275. Id. at § 390.1440. 
276. Id. at § 390.1429(2). 
277. Id. at § 390.1434. 
278. Id. at § 390.1429. The contract covers tuition and mandatory fees only; room and 
board are excluded. Id. at § 390.1424(h). 
279. Id. at § 390.1434. 
280. The reason cited for the increase was the seven- to ten-percent rise in tuition 
rates at Michigan’s public colleges and universities. Jaschik, State Notes, Chron. Higher 
Educ., Sept. 13, 1989, at A28, cols. 1, 4-5. 
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amount of which varies according to the circumstances of termination. 
If the beneficiary dies or becomes disabled, MET will refund to the 
beneficiary the total contributions made to the Trust on the beneficiary’s 
behalf, less administrative expenses.”*' If the beneficiary does not attend 
any postsecondary institution in or outside of Michigan, the refund 
consists of the lowest tuition in effect at an in-state, public postsecon- 
dary college or university.7* If the beneficiary attends a private, in- 
state postsecondary institution, the Trust will pay to that institution a 
sum equal to the weighted average of Michigan’s fifteen public uni- 
versities.** Finally, if the beneficiary receives a scholarship or attends 
an out-of-state college or university, the refund will equal the average 
tuition in effect at in-state public institutions.? 

During MET’s initial application period in August, 1988, more than 
82,000 families signed up, sixteen times the number which Michigan 
officials had anticipated.2*° Approximately 27,000 of those families 
actually purchased a contract from MET, many with borrowed funds.?® 
Among some tax experts, higher educational experts, and officials in 
other states, however, the reception has not been as warm.”*’ 

A common criticism of MET concerns the economic merit and sound- 
ness of the program. For example, parents who borrow to purchase the 
advance-tuition contract will end up paying more now than they would 
have had to pay later for tuition if interest rates rise faster than tuition 


rates.78* Further, even though MET assumes the risk that tuition rates 
may rise faster than the annual rate of return of the Trust’s investment 
pool, the assumption is more apparent than real. 

If the Trust becomes actuarially unsound, i.e., it earns an insufficient 
annual rate of return on its assets to meet its obligations because tuition 





. Michigan Education Trust Act, Mico. Comp. Laws § 390.1427 (1988). 

. Id. at § 390.1428(2). 

. Id. at § 390.1428(4) 

. Id. at § 390.1428(2). 

. Barron, Pay-Now, Learn-Later Plan Proves Popular in Michigan, N.Y. Times, Aug. 
12, 1988, at A8, col. 5. In June, 1987, Florida lawmakers signed into law the state’s 
prepaid-tuition program modelled after Michigan’s. Parents purchased over 45,500 tuition 
contracts during the initial enrollment period running from September, 1988 through 
January 20, 1989. Florida officials, however, expected to sell approximately 100,000 
contracts. Leatherman, Parents of 44,000 Children Join Florida Tuition Plan, Chron. 
Higher Educ., Feb. 15, 1989, at A28, col. 1. 

286. Leatherman, One-Third of Those Who Applied Buy Into Mich. Prepaid Tuition 
Plan, Chron. Higher Educ., Dec. 7, 1988, at A25, col. 1. The Trust pulled in $250 million 
net from contract purchasers during its first year of implementation. Kerwin, Prepaid 
Tuition Fund Nets $265 Million, Detroit News, Dec. 10, 1988, at C1, col. 1. 

287. See, e.g., Gunn, Economic and Tax Aspects of Prepaid-Tuition Plans, 17 J.C.U.L. 
243 (1990); Lehman, Social Irresponsibility, Actuarial Assumptions, and Wealth Redis- 
tribution: Lessons about Public Policy from a Prepaid Tuition Program, 88 Micu. L. REv. 
1035 (1990). 

288. Leatherman, supra note 286, at A25, col. 2. Unfortunately, interest rates have 


risen consistently faster than tuition rates, even during the high-tuition era of the 1980s. 
Id. 
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costs rise at a rate greater than the rate of return, then the Michigan 
Act empowers the Board of Directors to increase the price of subse- 
quently purchased contracts.”*° If MET fails to sell a sufficient number 
of contracts at the higher prices, the Trust could become insolvent, in 
which case the Trust would liquidate and distribute its assets ratably 
among the existing contract-holders.? The losses, if any, would be 
borne entirely by the contract-holders because the State of Michigan 
does not guarantee the individual contracts.?* Further, parents who 
purchase a contract from MET and stop saving for their child’s college 
education will have lost the years of gains that their investments would 
have earned. 

The likelihood of the foregoing worst-case scenario increased signif- 
icantly as a result of an adverse private-letter ruling?*? by the Internal 
Revenue Service (IRS). The Michigan Act provided that before MET’s 
Board of Directors couid sell any contracts, the IRS would have to issue 
a ‘favorable ruling or opinion that the purchaser of the advance tuition 
payment contract will not be considered actually or constructively to 
be in receipt of income.’’?*? In March, 1988, the IRS issued its ruling. 
Although it satisfied the requirements of the statute, holding that the 
person who purchases the contract is not taxable on that payment or 
the interest it earns while in the Trust, the ruling was a Pyrrhic victory. 

First, the purchaser is subject to the federal gift tax for the payment 
to the Trust. Further, the beneficiary is subject to federal income tax 
on the difference between the original cost of the contract and the 





289. Michigan Education Trust Act, Mic. Comp. Laws § 390.1433(2) (1988). 

290. Id. 

291. Id. at § 390.1426. Despite these concerns over whether the ‘‘tuition guarantee’ 
offered by Michigan’s plan in fact has substance, Michigan officials contend that they 
are in a superior position to manage the plan’s risks to ensure its viability: 

‘‘We’re in the money business,’’ [then-State Treasurer Robert A.] Bowman said. 

‘‘We run a $14 billion pension fund that has made an 18.5 percent return the 

last five years. In fact, the parallels between pension and tuition guarantees are 

striking . .. . All we have to do is to manage the finds in such a way that we 

pay all the costs, but we’re already in that arena, so we know how to do that.”’ 
Barron, Michigan Plan Guarantees College Tuition, N.Y. Times, Dec. 30, 1986, at C1, 
col. 5, C10, col. 1. 

292. A private-letter ruling is an interpretation of the federal tax laws which the 
Internal Revenue Service makes in response to inquiries from taxpayers requesting 
information on the tax consequences of proposed transactions. A private-letter ruling is 
not the ‘‘law’’; rather, ‘‘without more ... [it] is simply the contention of one of the 
parties [the IRS] to the litigation and is entitled to no greater weight.’’ Estate of Lang, 
64 T.C. 404, 407 (1975). Only the requesting taxpayer may rely on the ruling, and then 
only if the taxpayer consummates the transaction as represented in the request. Never- 
theless, practitioners often rely upon private-letter rulings when constructing transactions 
to achieve desired tax effects. See generally J. CHOMMIE, FEDERAL INCOME TAXATION 14 (2d 
ed. 1973). 

293. Michigan Education Trust Act, Mic. Comp. Laws § 390.1433(3) (1988) (emphasis 
added). 

294. Priv. Ltr. Rul. 88-25-027 (Mar. 29, 1988). 
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amount eventually paid out to cover tuition and fees. Finally, the IRS 
will tax the inside build-up of the Trust’s assets because the MET is 
not a state agency and the State of Michigan has no access to its funds. 
The IRS ruling, particularly the decision to tax the Trust itself, not 
only eliminates most of MET’s tax-related benefits, but also jeopardizes 
the actuarial soundness of the program.” 

Although technically binding only against Michigan’s plan, the IRS 
ruling has led lawmakers and higher educational officials in other states 
to reconsider their own proposals. Indiana financial-aid officials, for 
example, suspended indefinitely the implementation of Indiana’s pre- 
paid-tuition plan after reviewing the IRS opinion and concluding that 
the additional costs it created made existing state and federal aid 
relatively more attractive.2° Moreover, Indiana legislators wanted to 
know who would guarantee the tuition contracts, or cover any losses, 
if tuition rates outpaced the earnings produced by the prepaid funds.”°’ 
Such concerns over economic feasibility and potential state liabilities? 





295. When first pricing the advance-tuition contracts, the Board estimated that the 
Trust could earn an annual rate of return exceeding by 3.5% the rate of tuition growth. 
But this estimate implies that tuition costs will rise only 5.4% annually, an extremely 
optimistic assumption given the fact that tuition increases at Michigan public postsecon- 
dary schools have risen about 8.75% annually during the previous ten years. Rosenthal, 
Tax Implications of Michigan Tuition Prepayment Program Remain Unsettled, 39 Tax 
NoTEs 676, 678 (1988). Consequently, the private-letter ruling from the IRS further reduces 
what little margin of error, if any, is implicit in the Board’s projections. For exhaustive 
analyses of the operation and tax aspects of prepaid-tuition programs in general and the 
MET in particular, see Philipps, Federal Taxation of Prepaid College Tuition Plans, 47 
Wasi. & LEE L. REv. 291 (1990); Gunn, supra note 287; Lehman, supra note 287. 

The MET seems to have undertaken one gamble that another program’s sponsor already 
has lost. Duquesne University, in Pittsburgh, pioneered the tuition-guarantee concept 
and began offering prepaid-tuition contracts, or ‘‘tuition futures,’’ in 1985. Barron, supra 
note 285, at Ci, col. 5. In March, 1988, however, the University suspended its program 
as the bonds which financed the program produced less-than-expected returns, causing 
school officials to raise tuition levels higher than originally planned. Rosenthal, supre, 
at 678. : 

296. Blumenstyk, Indiana Abandons Plan for Prepaying College Tuition, Chron. Higher 
Educ., Jan. 10, 1990, at A20, col. 1. See Rosenthal, supra note 295, at 678-79. In 
California, then-Governor George Deukmejian vetoed a bill in 1987 which would have 
created a tuition-prepayment program because such plans involved ‘‘indeterminate state 
costs’’ and were as yet untested in other states. Bishop, Governor of California Vetoes 
Tuition Prepayment Proposal, N.Y. Times, Oct. 1, 1987, at A16, col. 1. 

297. Blumenstyk, supra note 263, at A23, col. 1. 

298. The MET recently received another setback, this one from the Department of 
Education, which ruled that a MET contract should be considered as an asset of the 
student when calculating eligibility for federal financial aid. Consequently, parents who 
purchase MET contracts for their children reduce the children’s eligibility for federal 
financial aid. Blumenstyk, Students in Mich. Prepaid-Tuition Plan Face Diminished 
Opportunity for U.S. Aid, Chron. Higher Educ., Mar. 14, 1990, at A36, col. 1. Although 
the ruling applies only to Michigan’s program, the Department could extend it to other 
states’ tuition-prepayment programs as well. 

In Maine, that state’s tuition-prepayment program received a blow of another type. An 
informal ruling from the Maine Attorney General's office in July, 1988 determined that 
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have led many state legislators to focus on another type of college 
savings plan: the college savings bond.” 


b. College Savings-Bond Programs 


i. Generally 


College savings bonds permit states to offer their citizens a vehicle, 
as well as an incentive, to save for their children’s future college costs. 
College savings bonds typically lack many of the risks associated with 
prepaid-tuition programs, such as indeterminate state financial liabili- 
ties and adverse federal-tax treatment.*® Currently, twenty-three states 
have approved college savings-bond initiatives, and fourteen of those 
states have conducted at least one savings-bond sale.** The savings- 
bond plan adopted by Illinois, the first state to implement such a 
program, is representative of the programs enacted in other states.° 


ii. The Illinois Model 


In 1987, the Illinois legislature enacted the Baccalaureate Savings 
Act®® (the Illinois Act) with the intent to ‘‘provide to the State of 
Illinois an alternative low cost method of borrowing . . . to encourage 


enrollment in Institutions of Higher Education located in the State of 
Illinois . . . .’’3°* The Illinois Act created the Baccalaureate Trust 
Authority®® (the Authority) to monitor its implementation and to advise 
the Governor and the Illinois Bureau of Budget. The statute empowers 





the program was unconstitutional because it violated the Maine Constitution’s limit of 
$2 million in unbonded indebtedness of the state. 

299. ‘‘[O}fficials in many other states are now calling the Michigan program ‘a passing 
fad’ and predicting that savings bond programs are the wave of the future.’’ Leatherman, 
supra note 268, at A24, col. 1. In Tennessee, lawmakers concerned with the tax 
implications and potential financial liability attendant to prepaid-tuition programs amended 
a 1987 law establishing such a program, based on the Michigan plan, and converted to 
a savings bond plan. Baccalaureate Education Savings for Tennessee Act, TENN. CODE 
ANN. §§ 49-7-901 to -907 (1989) (amending and renaming Baccalaureate Education System 
Trust Act, TENN. CopE ANN. §§ 49-7-801 to -813 (1987)). Rather than limit its citizens to 
one program or the other, Ohio offers them both the savings-bond and prepaid-tuition 
programs. See Oulo Rev. Cope ANN. § 3334 (Anderson 1990); see generally Chapman & 
Andersen, Ohio’s College Savings Plan: Buyer Beware, 21 ToLEpo L. REv. 131 (1989). 

300. See supra notes 289-99 and accompanying text. 

301. The twenty-three states are Arkansas, California, Colorado, Connecticut, Delaware, 
Hawaii, Illinois, Iowa, Kentucky, Louisiana, Minnesota, Missouri, New Hampshire, North 
Carolina, North Dakota, Ohio, Oregon, Rhode Island, Tennessee, Texas, Virginia, Wash- 
ington and Wisconsin. A. MCGUINNESS & C. PAULSON, supra note 269, at § 3. 

302. Differences in the various programs generally involve the type of bond issued 
and the federal-tax treatment. Williams, supra note 267, at 592, n.231. 

303. Int. ANN. Stat. ch. 144, paras. 2401-11 (Smith-Hurd 1986 & Supp. 1989). 

304. Id. at para. 2402. 

305. Id. at para. 2411. 
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the Trust Authority to issue general-obligation bonds, designated ‘‘Gen- 
eral Obligation College Savings Bonds,’’ up to an aggregate principal 
amount of $500 million.** These bonds are zero-coupon bonds, which 
are issued at a discount from their face value and pay all interest in a 
lump sum at maturity.°°’ 

Ordinarily, owners of zero-coupon bonds must pay taxes on the 
interest accrued each year although they actually receive no interest 
income until the bond matures.** Because the College Savings Bonds 
are general obligations of the State of Illinois, however, gross income 
for federal-tax purposes excludes the interest accrued on the Bonds.*” 
Further, the interest is exempt from all Illinois state and local taxes, 
except for estate, transfer and inheritance taxes.*"° 

Because the College Savings Bonds are merely general-obligation 
bonds issued under Illinois’ General Obligation Bond <Act,°" their 
purchasers, who must reside in Illinois, need not limit the use of the 
Bonds’ proceeds to paying for tuition at an Illinois institution of higher 
education. Rather, the Illinois Act provides additional incentives to 
those purchasers who do use the Bonds’ proceeds to finance a postse- 
condary education in Illinois. The incentives include increased interest 
rates**? and the exclusion of the first $25,000 of principal and accu- 
mulated interest from the financial calculations used to evaluate a 
student’s eligibility for state scholarships or grants.*** 

In January, 1988, Illinois conducted its first auction** of the College 
Savings Bonds. The auction raised more than $90 million, causing state 
officials to declere the response ‘‘overwhelming.’’*** One reason cited 





306. Id. at para. 2404. 

307. A. GUNN & L WarRD, supra note 61, at 351-52. 

308. LR.C. § 1272 (1986). 

309. I.R.C. § 103(a) (1986). 

310. Baccalaureate Savings Act, ILL. ANN. Stat. ch. 144, para. 2407 (Smith-Hurd 1986 
& Supp. 1989). 

311. Int. ANN. Stat. ch. 127, paras. 651-69(a) (Smith-Hurd 1986 & Supp. 1989). 

312. Specifically, the increased interest rate is one-half of one percent, or five dollars 
per $1,000 principal amount. Baccalaureate Savings Act, ILL. ANN. Stat. ch. 144, para. 
2408 (Smith-Hurd 1986 & Supp. 1989). 

313. Id. at para. 2409. There remains, however, the question of whether the College 
Savings Bonds will factor into the financial-eligibility determination for federal student 
aid. The Education Department has ruled that advance-tuition contracts issued under the 
Michigan plan are includible in the assets of students for purposes of determining 
financial-aid eligibility. See Blumenstyk, supra note 298, at A36, col. 1. Unlike Michigan’s 
plan, however, the Illinois program does not require the purchasers of College Savings 
Bonds to designate a student as the beneficiary of the proceeds. Consequently, it seems 
unlikely that the Department would issue a similar ruling against the Illinois College 
Savings Bonds. 

314. Because Illinois’ College Savings Bonds are simply one type of general obligation 
bond, auctions of the Bonds accompany other general-obligation bond sales conducted 
by Illinois. 

315. Quint, Innovative Illinois Bonds Benefit Savers for College, N.Y. Times, Jan. 14, 
1988, § 4, at 19, col. 1. Demand for the first offering of the Bonds was triple the $93 
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for the auction’s success is the relatively low prices and denominations 
for which the Bonds were sold,*** ranging from $935 to $3,500 for 
Bonds worth $5,000 in five to twenty years.**” This placed the Bonds 
within reach of low- and middle-income families. 

From a tax perspective, however, college savings bonds may not be 
the best investment for the group to which the bonds are targeted: low- 
income families. Generally, college savings bonds are most advanta- 
geous to people in high tax brackets and people whose children already 
have a substantial amount of income because they will benefit most 
from the federal- and state-tax exemptions. Low-income families will 
not likely be in either category. Further, similar taxable investments, 
such as zero-coupon Treasury bonds, offer a higher after-tax return for 
persons taxed at the lowest federal rate of fifteen percent.** 


c. The Programs Compared 


College savings-bond programs such as that of Illinois offer advan- 
tages over prepaid-tuition plans for both the sponsoring states and the 
plans’ participants. First, unlike prepaid-tuition plans, college savings- 
bond programs do not guarantee that the bonds’ returns will keep pace 
with rising tuition costs. Although purchasers of the college savings 
bonds would prefer the guarantee, states that offer the bonds do not 
face the indeterminate financial liabilities that have stymied some 
tuition-prepayment initiatives.*** Further, the savings bonds receive 
more favorable tax treatment than do tuition-prepayment plans;*”° in- 
terest paid on the bonds ordinarily avoids federal, state, and local 
income taxation.*?1 Also, because the savings bonds usually represent 
general obligations of the sponsoring state, as in the Illinois program,*?? 
purchasers do not risk loss in the event that tuition-rate increases 
outpace the aggregate return of the savings bonds. Such losses may 





million available. In a second auction held September 12-16, 1988, the state sold $225 
million (face amount) of the Bonds, with demand estimated at over $400 million. A sale 
of $200 million (face amount) of the Bonds occurred in October, 1989. A. McGuINNEsSS 
& C. PAULSON, supra note 269, at 25. Other states offering zero-coupon college savings 
bonds also have reported strong investor demand. Junk Commercial-Paper Market Is 
Shrinking Due to Defaults, Credit-Quality Concerns, Wall St. J., Oct. 24, 1990, at C21, 
col. 2 (auctions by California and Connecticut). 

316. Quint, supra note 315, at col. 1. The average order was a face amount of $13,800, 
which is ‘‘far below the minimum $25,000 set by many securities firms for a regular 
issue of bonds.”’ Id. 

317. Id. at cols. 1, 3. 

318. Cohen, Parents Get Another Crack at ‘‘College Bonds’’, Chi. Tribune, Oct. 5, 
1990, § 3, at 3, col. 5. 

319. See, e.g., Blumenstyk, supra note 298 and accompanying text. 

320. See supra notes 292-95 and accompanying text. 

321. See supra notes 309-10 and accompanying text. 

322. Baccalaureate Savings Act, Itt. ANN. STaT. ch. 144, para. 2405 (Smith-Hurd 1986 
& Supp. 1989). 





532 JOURNAL OF COLLEGE AND UNIVERSITY LAW [Vol. 17, No. 4 


render a program insolvent, possibly forcing its liquidation.** Finally, 
college savings-bond programs generally do not penalize purchasers 
who elect not to use the bond proceeds for tuition at an in-state, public 
postsecondary institution.*** Similarly, college savings-bond programs 
do not put pressure on students to attend colleges or universities chosen 
by their parents perhaps eighteen years earlier. 

The college-savings bonds, however, suffer from one shortcoming 
that also besets the tuition-prepayment programs: Individuals may earn 
more on their money by investing in something other than the state- 
sponsored program. Most of the college savings-bond programs involve 
fixed interest rates, which create certain disadvantages either for the 
state sponsoring the program or for its participants. If interest rates 
rise, then parents will lose the extra return they would have earned 
had they invested in a variable-interest-rate investment, or in fixed- 
interest investments of shorter duration than that of the savings bonds.**5 
In this case, however, the sponsoring state will be better off because it 
can earn a higher rate of return investing the purchaser’s contributions 
than the interest rate it must pay to the purchasers. On the other hand, 
if interest rates fall, the tables turn and the sponsoring state will suffer 
a loss because it will earn less investing the revenues from the bond 
auctions than the interest it must pay on the bonds when they mature. 
Of course, the state’s loss is the purchasers’ gain. 

Despite the foregoing drawback, college savings-bond programs merit 


the attention that lawmakers and higher educational officials recently 
have shown them. They offer relatively flexible terms, pose less finan- 
cial risk for sponsoring states, and significantly contribute to perhaps 
the most important objective underlying both the prepaid-tuition and 
college savings-bond programs: to encourage more parents to save now 
for their children’s college education rather than to borrow later. 


CONCLUSION 


This Note has attempted to identify and analyze the components of 
the financial-aid crisis currently plaguing the American higher educa- 
tional system. Three detrimental trends were identified: (1) escalating 
tuition rates; (2) adverse changes in the federal-tax laws; and (3) a shift 
from grants to loans as the predominant form of financial aid. Although 
these components developed independently of each other, they have 
exacerbated one another’s adverse effects upon higher education. 





323. In Michigan’s prepaid-tuition program, the purchaser of the tuition contract, 
rather than the State, bears the risk of loss if the Trust becomes insolvent and liquidates. 
See supra notes 289-91 and accompanying text. 

324. In the Michigan plan, beneficiaries of prepaid-tuition contracts who choose not 
to attend, or fail to gain admission to, a Michigan postsecondary institution face generally 
unattractive options for refunds. See supra notes 281-84 and accompanying text. 

325. Leatherman, supra note 268, at A24, col. 2. 
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Both the federal and state governments have responded to the crisis, 
with the most innovative responses emerging from the state level. 
Prepaid-tuition programs, for which Michigan’s plan is the model, were 
the first to catch the attention of state lawmakers, but the programs’ 
allure has receded due to concerns about their economic feasibility and 
federal-tax treatment. College savings-bond programs, for which IIli- 
nois’s plan is the model, offer an attractive device to save for college 
tuition without some of the disadvantages associated with prepaid- 
tuition programs. Consequently, legislative interest in college savings 
bonds seems to have surpassed that in prepaid-tuition plans. 

Whether a state adopts a specific program, however, is less important 
than that it act in some way to relieve the financial burdens facing 
students and families seeking to finance the cosis of a college education. 
Having one of the finest higher educational systems in the world is of 
little consequence if students, particularly those from low- to middle- 
income families, cannot afford the price of admission. Although the 
federal government may want to adopt a savings program for nationwide 
use, it should rely on the states as a testing ground and wait until they 
have smoothed out the wrinkles in their own plans. 


R. Paul Guerre* 





* B.A., Dartmouth College, 1987; J.D. Candidate, Notre Dame Law School, 1991. 








Worker’s Compensation: Will College 
and University Professors Be 
Compensated for Mental Injuries 
Caused by Work-Related Stress? 


INTRODUCTION 


From the rigors of teaching classes to the pressures involved in 
dealing with administrators, college professors are subjected to a host 
of stressful work-related activities that often lead to debilitating mental 
or physical illnesses. But under what circumstances may a college 
professor recover for stress-related injuries under worker’s-compensa- 
tion law? For example, will a college professor who suffers a heart 
attack because of the employment situation be compensated if the work- 
load was no greater than that of any other professor at the institution? 
Will compensation for the injury turn on whether the professor was 
subjected to an unusually high amount of work-related stress? What if 
the work-related injury is psychological? 

This Note examines the extent to which college and university pro- 
fessors may recover for these types of injuries under worker’s-compen- 
sation law. Part I outlines the general requirements for claims under 
worker’s-compensation law. Part II examines the compensability of 
mental and physical illnesses caused by work-related mental stimuli. 
Part III discusses the applicability of these standards to college and 
university professors. Finally, Part [IV comments on the current state of 
worker’s-compensation law. 


I. ELEMENTS REQUIRED TO ESTABLISH A CLAIM 
UNDER WoRKER’S-COMPENSATION LAW 


The compensation acts require that a claimant prove a ‘‘substantial 
causal relationship between the employment and the injury or disabil- 
ity.’’? A mere showing that the injury occurred while the employee 
was in the service of the employer will not satisfy the causal connection 
necessary to state a valid claim.? In most jurisdictions this requirement 
is met when: (1) the employee sustains an accidental injury, (2) the 
injury arises out of the employment, and (3) the injury is in the course 
of the worker’s employment.? 

4 





1. 82 Am. Jur. 2D Workmen’s Compensation § 240 (1976); see also Cudahy Packing 
Co. v. Parramore, 263 U.S. 418, 44 S. Ct. 153 (1923). 

2. 82 Am. JuR. 20 Workmen’s Compensation § 240 (1976). 

3. 24 Am. Jur. Proor or Facts 507 (1970). 
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Whether a claimant may recover for an injury under worker’s com- 
pensation depends, to a large degree, upon whether the injury is 
considered ‘‘accidental.’’* While the definition of an ‘‘accidental’’ in- 
jury varies widely from state to state,> such an injury generally can be 
defined as ‘‘an occurrence which is neither expected, designed or 
intentionally caused.’ Most courts today hold that an injury is acci- 
dental within the meaning of worker’s compensation law if it is simply 
an unexpected occurrence.’ 

The ‘‘arises out of’? language requires a causal connection between 
the employment and the injury.® It is generally agreed: 


[that an] injury arises out of an employment when but only when 
there is a causal connection between such injury and the condi- 
tions under which the work is required to be performed, it is 
ordinarily not sufficient that the employee is at the place of his 
employment at the time of the accident and doing his usual 
work... .® 


Finally, the ‘‘in the course of’’ requirement relates to the time, place 
and circumstances of the employee’s injury.*° Most courts hold that an 
injury occurs in the course of employment if: 


it takes place within the period of employment, at a place where 
the employee reasonably may be in the performance of his duties, 
and while [the employee] is fulfilling those duties or engaged in 
doing something incidental thereto, or, as sometimes stated, where 
[the employee] is engaged in the furtherance of the employer’s 
business.** 


II. MENTAL AND PHYSICAL INJURY CAUSED BY MENTAL STIMULUS 


This section addresses whether physical and mental injuries caused 
by a mental stimulus are compensable under worker’s-compensation 
law. Several problems arise when courts attempt to analyze these claims 
using traditional standards. First, the idea of a mental stimulus causing 





. Id. 
. 1B A. LARSON, THE LAW OF WORKMEN’S COMPENSATION § 37 (1987). 
. Supra note 3, at 507. 
. Id. 
. 82 Am. Jur. 2p Workmen’s Compensation § 241 (1976); see also Lisonbee v. 
Chicago Mill & Lumber Co., 278 So. 2d 5 (Fla. 1973). 
9. 82 Am. JuR. 2D Workmen’s Compensation § 242 (1976); see also Industrial Comm. 
of Colo. v. Pueblo Auto Co., 71 Colo. 424, 207 P. 479 (1922). 
10. 82 Am. Jur. 2D Workmen’s Compensation § 241 (1976); see also Scholl v. Industrial 
Comm., 366 Ill. 588, 10 N.E.2d 360 (1937). 
11. 82 Am. Jur. 2p Workmen’s Compensation § 241 (1976). 
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an injury, especially one that develops over a long period of time, does 
not fit neatly within the concept of an accidental injury.’ Second, the 
causal connection between a mental stimulus and its resulting injury 
is more difficult to prove than, for instance, a physical stimulus causing 
a physical injury.’* Last, a mental stimulus causing a mental or physical 
injury may not always fulfill the requirements of time, place and 
circumstances set out in many worker’s-compensation statutes." 


A. Mental Stimulus Causing Physical Injury 


All jurisdictions currently hold that a physical injury caused by a 
mental stimulus is compensable under worker’s compensation.** The 
most common claim under this category arises when mental stress 
allegedly causes a heart attack.** In addition, a variety of other physical 
ailments such as ulcers,’” cerebral hemorrhage, and hypertension’ 
will be compensated under worker’s compensation as long as the 
physical malady can be causally linked to a mental stimulus.”° 

The difficulty of proving this causal connection depends upon the 
nature of the mental stimulus.”' It is relatively easy to prove a connec- 





12. The development of an expanded definition of physical injury beyond an 
accidental injury to include cumulative trauma, heart conditions, and the first 
occupational disease claims was initially profoundly limited. Each of these areas 
engendered the same concerns which are presently raised in conjunction with 
workers’ compensation claims for mental stress. For each, there has been a 
slow development from a very narrow interpretation of work relatedness to, 
eventually, a more expansive view. 

Cook, Workers’ Compensation and Stress Claims: Remedial Intent and Restrictive Ap- 
plication, 62 NoTRE DAME L. REv. 879 (1987). 

13. Id. at 880. 

14. Id. 

15. A. LARSON, supra note 5, at § 42.21(a) n.38 outlines how the states have accepted 
the compensability of mental-physical cases. 

16. See e.g. Earp, Psychological Harm and Heart Injuries Related to Strain or Exertion 
in Worker’s Compensation Litigation, 18 St. Mary's L.J. 527 (1986); Felter, Workers’ 
Compensation Claims for Heart Attack and Mental Illness, 33 MED. TRIAL TECH. Q. 308 
(1987); Judge, Cardiovascular Claims in Workers’ Compensation: the Evolving Law, 32 
Loy. L. REv. 895 (1987). 

17. Schwartz v. Hampton House Management Corp., 14 A.D.2d 936, 221 N.Y.S.2d, 
286 (1961) (claimant compensated for hemorrhage of an ulcer caused by the mental stress 
of operating an elevator during a fire). 

18. Reynolds v. Public Serv. Co-ordinated Trans., 21 N.J. Super. 528, 91 A.2d 435 
(1952) (bus driver compensated for cerebral hemorrhage caused by mental stress after a 
minor accident). 

19. Insurance Dep’t v. Dinsmore, 233 Miss. 569, 102 So. 2d 691, aff’d on rehearing, 
104 So. 2d 296 (Fla. 1958) (claimant compensated for hypertension and accompanying 
ailments caused by mental stimulus). 

20. A. LARSON, supra note 5, at § 42.21(a). 

21. See generally Note, Gradual Stress: Compensable Under Worker’s Compensation 
Law? 56 UMKC L. Rev. 567 (1988) (authored by Kim Nickell) (discusses the problems of 
establishing a causal connection between gradual stress and resulting harm); Lippel, 
Workers’ Compensation and Psychological Stress Claims in North American law: A 
Microcosmic Model of Systemic Discrimination, 12 Int’L J.L. & PSYCHIATRY 41 (1984). 
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tion between a sudden stimulus and its quickly resulting injury. As 
noted by Larson: 


The easiest type of case in which to connect the stimulus and the 
physical injury is that in which the precipitating event is sudden 
and the physical result immediate. In this group would fall such 
cases as those involving a sudden noise or flash resulting in 
paralysis, heart attack, and the like, accidents or near-accidents 
precipitating heart attacks or cerebral hemorrhages, and assorted 
other sudden frights or emotions accompanied by direct physical 
consequences.”? 


Thus, where a sudden stimulus is involved, there is generally no 
problem demonstrating that the injury arose out of the employment.” 
Likewise, time, place, and circumstances requirements generally are 
not a problem because the surrounding circumstances of the stimulus 
are readily apparent.”* 

Physical injury caused by gradual stress is similarly compensable 
under worker’s compensation. As Larson notes: ‘‘[T]he character of the 
case [gradual stress as opposed to sudden stress] does not change in 
kind but only in degree when the stimulus takes the form of sustained 
anxiety or pressure leading to heart attack or cerebral hemorrhage.’’?* 
One of the landmark decisions in this area is Klimas v. Trans Caribbean 
Airways, Inc.,?° a 1961 decision of the New York Court of Appeals.?’ 
In Klimas, a business executive for Trans Caribbean Airways was under 
pressure from his supervisor because of extreme cost overruns related 
to the repair of one of the company’s airplanes.”* The claimant subse- 
quently had a heart attack and sought recovery under worker’s com- 
pensation.”* The court of appeals, reversing the appellate division, held 
that physical injuries caused by mental stress in the workplace were 
compensable under New York’s worker’s-compensation law.*° When a 
physical illness, such as a heart attack, can be linked to gradual stress 
from the workplace, therefore, the claimant can recover under the 
compensation acts.*? 





. A. LaRSON, supra note 5, at § 42.21(b). 
. Id. 
. Id. 
. Id. at § 42.21(c). 
. 12 A.D.2d 551, 207 N.Y.S.2d 72 (1960), rev’d 10 N.Y.2d 209, 219 N.Y.S.2d 14, 
176 N.E.2d 714 (1961). 
27. Id. 
28. Id. at 551, 552, 207 N.Y.S.2d at 73. 
29. Id. 
30. Id. at 553, 207 N.Y.S.2d at 74. 
31. A. LARSON, supra note 5, at § 42.21(a). 
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B. Mental Stimulus Causing Mental Injury 


Claims that a mental stimulus caused a mental injury are not as 
uniformly accepted as claims that such stimuli caused a physical 
injury.*? State pronouncements fall into five categories. 


1. Mental Stimulus Causing Mental Injury Always Compensable 


In this group, a mental stimulus that produces a mental injury 
(mental-mental) is ‘‘compensable even if gradual, and even if the stress 
is not unusual by comparison with that of ordinary life or employ- 
ment.’’*? For example, in Wade v. Anchorage School District,** a se- 
curity guard sought recovery for several episodes of paranoid reactions.** 
Wade had a history of psychiatric problems.** In ruling that Wade was 
entitled to worker’s compensation, the court explicitly rejected the 
contention that claimants must prove that their mental injury was 
caused by unusual stress in the workplace.*” Currently, eight states 
have adopted this approach. 

The Longshoremen’s Act,** a federal statute providing worker’s com- 
pensation, compensates mental injuries caused by work-related stress.*° 





32. For a comprehensive examination of the states that recognize mental-mental 
claims, see Annotation, Mental Disorders as Compensable Under Workmen’s Compen- 
sation Acts, 97 A.L.R.3D 161 (1980); A. LARSON, supra note 5, at § 42.25 n.9 (1987). 

. A. LARSON, supra note 5, at § 42.25(g). 

. 741 P.2d 634 (Ala. 1987). 

. Id. at 636. 

. Id. at 639. 

. Id. 

. Wade v. Anchorage School Dist., 741 P.2d 634 (Ala. 1987)(security guard com- 
pensated for episodes of paranoid reactions though he had a previous history of psychiatric 
problems); Albertson’s Inc. v. Workers’ Comp. App. Bd., 53 Hawaii 32, 487 P.2d 278 
(1971)(uncontroverted evidence that the claimant’s mental breakdown was caused by 
work-related pressures entitled him to a directed verdict); Yocum v. Pierce, 534 S.W.2d 
796 (Ky. 1976)(employee entitled to recover for a mental breakdown caused by normal 
work-related stress even though there was no accompanying physical trauma); Carter v. 
General Motors Corp., 361 Mich. 577, 106 N.W.2d 105 (1906)(machine operator entitled 
to worker’s compensation for a psychosis caused by daily demands of employment); 
Williams v. Western Elec. Co., 178 N.J. Super. 571, 429 A.2d 1063 (1980)(recovery for 
mental injuries caused by normal, work-related stress allowed so long as the claimant 
established a relationship between the work-related stress and the mental injury); Can- 
delaria v. General Elec. Co., 105 N.M. 167, 730 P.2d 470, cert. quashed, 105 N.M. 111, 
729 P.2d 1365 (1986)(‘‘accidental injury’’ includes mental injuries caused by incremental, 
nontraumatic emotional stress); University of Pittsburgh v. Workmen’s Comp. App. Bd., 
405 A.2d 1048 (Pa. Cmwlth. 1979)(widow entitled to worker’s compensation for suicide 
of her husband because the suicide was caused by work-related stress); Breeden v. 
Workmen’s Comp. Comm’r, 285 S.E.2d 398 (W. Va. 1981)(employee who brought suit 
for mental injuries caused by harassment from her supervisor was entitled to recover 
under the Worker’s-Compensation Act). See also A. LARSON supra note 5, at § 42.25(g). 

39. 33 U.S.C. § 901 (1921). ; 

40. See, e.g., American Nat’l Red Cross v. Hagen, 327 F.2d 559 (7th Cir. 1964). See 
ilso A. LARSON supra note 5, at § 42.25(g). 
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In American National Red Cross v. Hagen,*' for example, a National 
Red Cross employee sought worker’s-compensation benefits for his 
schizophrenic breakdown.*? The claimant asserted that his schizo- 
phrenic breakdown was caused by work-related stress during his as- 
signment to troops in Japan. That work included: a conflict with the 
navy chaplain regarding the responsibility of delivering death messages 
to servicemen, additional responsibility because of a superior’s illness, 
and an inexperienced secretary.** While American National Red Cross 
did not deny that the claimant had a mental breakdown, it asserted 
that a schizophrenic reaction caused by work-related stress did not 
constitute a compensable injury under the Longshoremen’s Act.** The 
court flatly rejected this argument, holding that the claimant’s mental 
breakdown was compensable under the Act.*® This holding broadened 
the scope of the Longshoremen’s Act in two ways. First, it broadened 
the accidental-injury requirement to include mental injuries.** Second, 
it recognized the causal link between work-related stress and subsequent 
mental injury.’ 


2. Mental Injury Compensable, But Only if the Causative Mental 
Stimulus Was Unusual 


In this group, ‘‘mental-mental cases are compensable even if gradual, 


but only if the stress is unusual.’’** This has been coined the ‘‘unusual 
stress test,’’*° and it requires that the claimant demonstrate ‘‘that the 
mental or emotional disorder was caused by workplace exposure to 
unusual, unexpected or extraordinary stress.’’*° In Swiss Colony, Inc. 
v. Department of Industry, Labor and Human Relations, a purchasing 
agent for a mail-order cheese business suffered a schizophrenic break- 
down. The work-related factors that the claimant asserted as the cause 
of the breakdown included the stressful nature of her job, harassment 
by her supervisor and long work hours.** The court set out a two-part 
test for recovery under worker’s compensation.™ First, claimants must 





. 327 F.2d 559 (7th Cir. 1964). 
. at 559. 
. at 560. 
. at 561-62. 
. at 562. 


. A. LARSON, supra note 5, at § 42.25(f). 

. The unusual stress test was created by the Arizona Supreme Court in two separate 
cases: Fireman’s Fund Ins. Co. v. Industrial Comm’n, 119 Ariz. 51, 579 P.2d 555 (1978), 
and Sloss v. Industrial Comm’n, 121 Ariz. 10, 558 P.2d 303 (1978). 

50. Note, supra note 21, at 579. 

51. 72 Wis. 2d 46, 240 N.W.2d 128 (1976). 
52. Id. at 47, 240 N.W.2d at 130. 

53. Id. 

54. Id. at 48, 240 N.W.2d at 132. 
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prove that they were subjected to the same type of stress that all 
similarly situated employees experience.*> Second, claimants must prove 
that extraordinary stress caused the mental injury.** In reviewing the 
evidence, the court held that the claimant’s injury had been caused by 
extraordinary stress and awarded compensation.*’ 

This two-part analysis, however, does not represent the unusual- 
stress test of every state.** States that purport to follow the unusual- 
stress test have developed a variety of individualized requirements.* 
As noted by one commentator: 


Some states insist on evidence of a specific unusual event, that 
is, unusual as compared to everyday work in the worker’s usual 
job. Others ask for evidence of general work conditions, that may 
be present over time, but that are unusual when compared with 
usual working conditions in work similar to that of the claimant. 
Still others ask for evidence that the stressful event or conditions 
at work be unusual as compared to stressors suffered by the average 
worker in all employment, or by the average person in everyday 
life. Unfortunately, the literature very rarely emphasizes the radical 
differences in the consequences of each of these tests, and tends 
to melt down all [such] states into one category.” 


Establishing a valid claim in a jurisdiction that adheres to the unusual- 
stress test therefore depends upon that state’s interpretation of the 


tule.*: Ten states currently apply the unusual-stress test in some man- 
ner.® ? 





55. Id. at 49, 240 N.W.2d at 133. 

56. Id. 

57. Id. 

58. Lippel, supra note 21, at 50. 

59. Id. 

60. Id. 

61. Id. 

62. Fireman’s Fund Ins. Co. v. Industrial Comm’n, 119 Ariz. 51, 579 P.2d 555 
(1978)(excessive delegation of responsibility to employee which caused mental breakdown 
constituted a compensable ‘‘accident’’ under the Worker’s-Compensation Act); Owens v. 
National Health Laboratories, Inc., 8 Ark. App. 92, 648 S.W.2d 829 (1983)(extraordinary 
job-related stress is necessary to recover under the Worker’s-Compensation Act; claimant’s 
ordinary work-related stress did not meet this standard); Townsend v. Maine Bureau of 
Public Safety, 404 A.2d 1014 (Me. 1979)(police officer must demonstrate that her mental 
injury was caused by unusual work-related stress to recover under the Worker’s-Com- 
pensation Act); Joseph Albanese’s Case, 389 N.E.2d 251 (Mass. 1979)(claimant’s work- 
related stress was not abnormal and therefore was not entitled to \. srker’s compensation); 
Wofe v. Sibley, Lindsay & Curr Co., 36 N.Y.2d 505, 369 N.Y.S.2d 637, 330 N.E.2d 603 
(1975)(employee entitled to worker’s compensation for a mental breakdown because the 
employee assumed her supervisor’s duties); Martin v. Rhode Island Public Transit Auth., 
506 A.2d 1365 (R.I. 1986)(employee’s mental injury, caused by abuse and harassment of 
co-employees, was compensable under the Worker’s-Compensation Act); Department of 
Labor & Indus. v. Kinville, 53 Wash. App.-80, 664 P.2d 1311 (1983)(claimant’s argument 
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3. Mental Injury Compensable, But Only if the Causative Mental 
Stimulus Was Sudden 


Under this group, mental-mental claims are valid, but only if the 
stimulus is sudden. The number of states comprising this group is 
unclear. In Transportation Insurance Co. v. Maksyn,® an employee of 
a newspaper publisher was subjected to years of gradual stress during 
his employment.* The claimant worked from fifty-five to sixty-five 
hours a week, six days a week, and, in addition, brought work home.® 
In early September, 1974, he worked eighty-seven hours in one week 
because of the absence of an assistant. During that week the claimant 
became dizzy and weak, and felt like he would faint.*’ Subsequently 
the claimant took a three-week vacation. When the claimant returned 
to work his employer asked him to take an early retirement. The court 
held that the claimant was not entitled to any recovery, stating that 
gradual mental stress was not compensable under Texas law.” Indeed, 
Texas is the only state that has explicitly held that recovery for mental 
injury due to mental stress must be predicated upon a sudden, rather 
than gradual, stimulus.”* In other states, the question remains open 
because some courts have granted recovery for mental injuries caused 
by a sudden stimulus but have not yet ruled on whether gradual-stress 
injuries are similarly compensable.” 


4. Mental Injuries Caused by Mental Stimulus Nev sr Compensable 


This group entirely excludes mental-mental cases regardless of whether 
they are gradual or sudden. For a claimant to recover, there must be a 
physical comporent to the injury.”* In Vernon v. Seven-Eleven Stores,” 
a manager of a Seven-Eleven store was discharged after failing a 





that any mental illness which is caused by any aspect of employment is within the 
purview of the Worker’s-Compensation Act rejected); Swiss Colony v. Department of 
Indus., Labor and Human Relations, 72 Wis.2d 46, 240 N.W.2d 128 (1986)(mental injuries 
should be held to a higher standard of proof than physical injuries under the Worker’s- 
Compensation Act); Consolidated Freightways v. Drake, 678 P.2d 874 (Wyo. 1984)(truck 
driver entitled to worker’s compensation because his mental injury was caused by an 
excessive amount of work-related stress); see also A. LARSON, supra note 5, at § 42.25(g) 
n.16. 
63. 580 S.W.2d 334 (Tex. 1979). 

. Id. at 335. 

. Id. 

. Id. 

. Id. 

. Id. 

. Id. 

. Id. 

. A. LARSON, supra note 5, at § 42.25(e). 

. Id. 

. Id. at § 42.25(d). 

. 547 P.2d 1300 (Okla. 1976). 
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compulsory polygraph test associated with his employment.”* The 
claimant asserted that this test, along with his subsequent discharge, 
induced a debilitating neurosis, and sought to recover for this injury 
under Oklahoma’s worker’s-compensation act.” While the court rec- 
ognized the compensability of mental-physical’’ injuries, it refused to 
acknowledge mental-mental injuries and denied the claimant compen- 
sation.” The court reasoned that ‘‘[t]he alleged injury is not included 
in the Act which enumerates injuries for which compensation may be 
awarded.’’7° 

Under Vernon, all claims for mental-mental injuries, regardless of 
the clear causal connection between the work-related stress and the 
subsequent injury, or the type of stress involved, will be summarily 
denied.® Vernon is inherently problematic. It recognizes that a mental 
stimulus can cause a physical malady, yet it refuses to apply the same 
reasoning, and accordingly award compensation, to mental injuries that 
cause mental illness.** By this standard, two workers could be subject 
to the same work-related stress and one could recover for a heart attack 
while the other would be denied compensation for a nervous break- 
down. Despite this questionable outcome, nine states currently adhere 
to this rule. 





75. Id. 
76. Id. 
77. Id. at 1301. 
78. Id. at 1302. 
79. Id. 
80. Id. 
81. Id. 

82. Indian River County Sheriff’s Dept. v. Roske, 417 So.2d 1161 (Fla. App. 
1982)(compensation denied to the claimant because psychosis was not caused by a 
physical injury at place of employment); Hanson Brick Co. v. Catham, 163 Ga. App. 
127, 292 S.E.2d 428 (1982)(mental stimulus that causes a mental injury does not constitute 
an ‘‘accident arising out of employment’’); Followill v. Emerson Elec. Co., 234 Kan. 791, 
674 P.2d 1050 (1984)(employee who saw a friend killed by a die press at work was not 
entitled to worker’s compensation because he was not physically injured); Franklin v. 
Complete Auto Transit Co., 397 So. 2d 60 (1981)(truck driver who collided his trailer 
with a passenger vehicle, killing the driver and permanently injuring a child passenger, 
was denied worker’s compensation for a subsequent mental breakdown because there 
was no physical component to the injury); Lockwood v. Independent School Dist., 312 
N.W.2d 924 (Minn. 1981)(high-school principal denied worker’s compensation because 
there was no physical component to his injury); Erhart v. Great Western Sugar Co., 169 
Mont. 375, 546 P.2d 1055 (1976)(harassment by co-worker did not entitle electrician to 
worker’s compensation because he was not physically injured); N.M. Stat. ANN. § 52-1- 
25 (1978)(statute codifies New Mexico’s requirement that only injuries caused by physical 
accidents at work are compensable under the Worker’s-Compensation Act); Szymanski 
v. Halle’s Dept. Store, 63 Ohio St. 2d 195, 407 N.E.2d 502 (1980)(disability caused solely 
by a mental trauma is not a ‘“‘compensable injury’’ under the Worker’s-Compensation 
Act); Vernon v. Seven-Eleven Stores, 547 P.2d 1300 (Okla. 1976)(mental stress caused 
by the claimant’s failure of a work-required polygraph test was not compensable under 
the Worker’s-Compensation Act because it was not a physical injury); see also A. LARSON, 
supra note 5, at § 42.25(d). 
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5. The Subjective Causal-Nexus Test 


Michigan is the only state ever to have adopted the subjective causal- 
nexus test.** In Deziel v. Difco Laboratories, Inc.,* the court outlined 
this test: 


[A] claimant is entitled to compensation if it is factually established 
that claimant honestly perceives some personal injury incurred 
during the ordinary work of his employment ‘‘caused”’ his disa- 
bility. This standard applies where the plaintiff alleges a disability 
resulting from either a physical or mental stimulus and honestly, 
even though mistakenly, believes that he is disabled due to that 
work-related injury and therefore cannot resume his normal em- 
ployment.* 


Thus, for purposes of the subjective causal-nexus test, no actual causal 
connection has to be established between the workplace and claimants’ 
subsequent injuries; it is sufficient if claimants subjectively or ‘‘hon- 
estly’’ believe that their work environment caused the injury. 

Since its inception, many courts have criticized the subjective causal- 
nexus test.*” Most critics assert that the subjective causal-connection 
test invites fraud because of the relative ease of proving claims under 
its provisions.** In 1984, the Michigan legislature amended its workers- 
compensation statute to require, as a prerequisite to recovery, an actual 
causal relationship between the mental disability and the claimant’s 
employment.” 


C. Causation Problems with Mental-Mental Claims 


As these groups demonstrate, in some jurisdictions there may be 
considerable impediments to making a successful mental-mental claim 





83. A. LARSON, supra note 5, at § 42.25(c) n.7. 
84. 403 Mich. 1, 268 N.W.2d 1 (1978). 
85. Id. at 26, 268 N.W.2d at 11 (emphasis in original). 
86. Id. 
87. In Bentley v. Associated Spring Co., 133 Mich. App. 15, 347 N.W.2d 784 (1984), 
the Michigan Court of Appeals stated: 
In view of the financial gain—sometimes very substantial—any person who files 
a claim based on a psychiatric disorder will have strong motives to lie about 
his perception .... The question then becomes whether that perception is 
“thonest.’’ . .. . [U]nder this loose standard for recovery, Michigan employers 
are nearly becoming general health insurers for psychiatric disabilities. 
For other states that have criticized the subjective causal-nexus test, see Williams v. 
Western Elec. Co., 178 N.J. Super. 571, 429 A.2d 1063 (N.J. Super. Ct. App. Div. 1981); 
McGarrah v. State Accident Ins. Fund Corp., 296 Or. 145, 675 P.2d 159 (1983); Hirschberg 
v. W.C.A.B., 81 Pa. Commw. 579, 474 A.2d 82 (1984). 
88. See, e.g., Bentley, 133 Mich. App. at 18, 347 N.W.2d at 787. 
89. ‘‘[MJental disabilities shall be compensable when arising out of actual events of 
employment, not unfounded perceptions thereof.’”” Mich. Comp. Laws. Ann. § 418.301(2) 
(West Supp. 1984). 
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under worker’s compensation. Claims that gradual mental stress caused 
subsequent mental injury are not as widely accepted as mental-physical 
claims. This is attributable largely to the inherent difficulty of proving 
that the injury arose out of employment.” Proving causation is partic- 
ularly difficulty because current ‘‘knowledge regarding mental or emo- 
tional injuries is not certain enough to enable courts to make rational 
determinations as to the true nature, extent, and cause of injury.’’” 
Accordingly, even in those jurisdictions that do compensate claimants 
for mental-mental injuries, courts may impose a variety of restrictions 
on recovery. 


Il. APPLICABILITY OF WORKER’S-COMPENSATION LAW 
TO COLLEGE AND UNIVERSITY PROFESSORS 


This section suggests how worker’s-compensation laws likely will be 
applied to claims by college and university professors. This section 
examines first how worker’s compensation law has been applied to 
professors making traditional, that is, physical-physical, claims. The 
section then addresses how mental-mental and mental-physical claims 
by college professors likely will be treated by the courts. 


A. Professors’ Claims Under Traditional Worker’s-Compensation Law 


Rowan v. University of Nebraska® demonstrates how courts have 
applied worker’s-compensation law to claims by college professors for 
injuries not induced by stress. In Rowan, a college art professor sought 
recovery for an injury incurred in his home studio when he fell from 
a ladder while attempting to open a window.™% His employer, the 
University of Nebraska, required the claimant to perform creative work 
in addition to his teaching responsibilities.°** Because the claimant was 
involved in such creative work in his studio when the injury occurred, 
he sought recovery under worker’s compensation. The court denied 
compensation, stating that the claimant’s injury did not arise out of 
his employment:*” 


The plaintiff was in a situation similar to that of an employee 
who was required to satisfy certain requirements as a part of the 
employment but was at liberty to choose the time and place where 





90. A. LARSON, supra note 5, at § 42.25(d). 

91. Note, supra note 21, at 574-577 (discusses the problems of establishing a causal 
connection between gradual stress and resulting harm). 

92. Sersland, Mental Disability Caused by Mental Stress: Standards of Proof in 
Workers’ Compensation Cases, 33 DRAKE L. REV. 751, 752 (1983-84). 

93. 207 Neb. 558, 299 N.W.2d 774 (1980). 

94. Id. at 558, 299 N.W.2d at 775. 

95. Id. 

96. Id. at 558, 299 N.W.2d at 774-75. 

97. Id. at 558, 299 N.W.2d at 775. 
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he would accomplish the work. In such a situation the activity 
performed by the employee is generally considered to be of but 
incidental benefit to the employer and not covered by the com- 
pensation act. 


The court did not distinguish between college teaching and other 
occupations in denying compensation.” Rather, the court analogized 
college professors to other workers injured under similar circum- 
stances.*° Rowan is significant because it demonstrates that, under 
standard worker’s-compensation law, college professors may recover 
under the same circumstances as any other claimant. 


B. Compensability of Professors’ Claims for Stress-Induced Injuries 


Decker v. Oklahoma State Technical University’ demonstrates that 
worker’s-compensation law applies fully to college and university pro- 
fessors who suffer mental or physical illness because of work-related 
stress. Kenneth Decker was employed as a data-processing instructor at 
Oklahoma State Technical University. His duties included teaching 
five junior-college courses between 8:00 a.m. and 3:00 p.m., attending 
faculty meetings and attending graduation exercises.’ 

From the beginning of his employment in August, 1983, until March, 
1984, Decker’s evaluations were above average.“ In January, 1984, 
however, a conflict arose between the data-program manager’ and the 
claimant because Decker refused to work overtime or weekends without 
compensation.’® Because of this conflict, Decker suffered from anxiety 
and insomnia.’°’ 

In March, 1984, the claimant received a poor work evaluation.’ 
Decker became upset over the prospect of losing his job due to the 
conflict with the manager.’ On April 12, 1984, the director of Okla- 
homa State Technical University told the claimant that he was a poor 
instructor and that he might lose his job unless his performance radi- 
cally improved.’ On April 30, 1984, Decker had a heart attack in his 





. Id. 

. 766 P.2d 1371 (Okla. 1988). 

. Id. at 1372. 

. Id. 

. Id. 

. There was a question of whether the manager had authority over Decker. Id. 

. Id. 

. Id. at 1373. 

. Id. 

. Id. 

. After this conversation, the director followed up on his sentiments with written 
correspondence confirming the conversation. Id. 
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office’? and subsequently filed a claim under worker’s compensation.'” 

The Supreme Court of Oklahoma, vacating the appellate court’s 
ruling, found Decker’s injury compensable because it fulfilled all of the 
requirements of Oklahoma’s worker’s-compensation law.’ First, the 
court held that Decker’s heart attack was an ‘“‘accidental personal 
injury.’’* The court stated that an injury is accidental if it: (1) arises 
from the cumulative effect of a series of micro-trauma or exertion 
episodes rather than from one particular event, (2) is caused by over- 
exertion or strain that is more mental than muscular, or even (3) results 
from ordinary work performed in a normal manner." Gradual or sudden 
stress that causes a physical injury, even if in the ordinary course of 
employment, is therefore compensable. Based on this standard, the 
court held that Decker’s heart attack constituted a compensable ‘‘acci- 
dental injury.’’?"® 

The court also found that the claimant’s injury ‘‘arose out of’’ his 
employment.’ The court stated that an injury arose out of the clai- 
mant’s employment if: (1) a causal connection exists between the 
conditions under which the work was required to be performed and 
the resulting injury, and (2) the injury resulted from a risk reasonably 
incident to the employment.'* The court held that because the claimant 
presented uncontroverted evidence that his heart attack was causally 
linked to his employment, he fulfilled the first portion of this test.** 
Similarly, the court held that the stress suffered by Decker was ‘‘rea- 
sonably incident’’ to his employment, rather than self-induced by, for 
example, a propensity to worry.’”° 

Oklahoma State Technical University did not argue that Decker’s 
heart attack did not arise ‘‘in the course of employment.’’?* Neverthe- 
less, the court stated that because the heart attack occurred at Oklahoma 
State Technical University, Decker’s injury easily fulfilled ‘‘time, place 
and circumstances’’ requirements necessary to recover under worker’s 
compensation.’22 Because Decker fulfilled all requirements, he was 
entitled to recovery under Oklahoma’s worker’s-compensation law.’”* 

As Decker demonstrates, college and university professors who make 
claims under worker’s-compensation laws will be subject to the same 





- at 1377. 
- at 1374. 


. at 1374-75. 
. at 1375. 
. at 1377. 
. at 1374. 


. at 1377. 
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standards as other employees.’ In Decker the court made no distinction 
between the stress suffered by college and university instructors and 
any other class of professionals who may state a valid claim under 
worker’s compensation.’*5 Although Decker addressed only the gener- 
ally-accepted mental-physical claim,’** there is no reason to believe 
that courts would treat mental-mental claims by college professors any 
differently than such claims by other employees seeking compensation. 
In Decker the court acknowledged that the claimant could recover if 
the cause of his physical injury was attributable to gradual stress.*?’ 
Accordingly, jurisdictions that recognize mental-mental claims should 
apply their standard criterion for recovery when professors seek com- 
pensation. 

Of course, the ability of college professors to recover for mental- 
mental injuries is limited to those states that recognize such claims.'”* 
For example, in jurisdictions that recognize mental-mental injuries 
caused by gradual stress in the ordinary course of employment,’” a 
professor who suffers a mental breakdown because of the normal rigors 
of teaching would be eligible for compensation. That same professor, 
by contrast, would be without recourse in a jurisdiction that required 
a sudden stimulus as a prerequisite to recovery for mental injuries.’*° 


CONCLUSIONS AND RECOMMENDATIONS 


The standards of recovery under worker’s-compensation law for men- 
tal and physical illnesses precipitated by work-related stress vary greatly, 
depending upon the jurisdiction. Standards have varied from the ex- 
clusion of mental-mental claims altogether to the subjective causal- 
nexus test which, during its brief life, required only the claimant’s 
honest, even if incorrect, belief that a causal relationship existed be- 
tween the workplace and the subsequent injury. 

While physical-physical and mental-physical claims are generally 
compensable, mental-mental claims are not so uniformly recognized. 
Because of concerns regarding fraudulent claims and establishing cau- 
sation, some jurisdictions deny compensation for mental-mental inju- 
ries, or require high standards of proof. Denying compensation to 





124. In Decker the court applied the standard requirements that the injury: (1) be 
accidental, (2) arise out of employment and (3) happen in the course of employment. No 
distinction was made due to the claimant’s occupation. Id. at 1374-77. See supra notes 
1-11 and accompanying text. 

125. Id. 

126. A. LARSON, supra note 5, at § 42.21(a). See supra notes 15-31 and accompanying 
text. 
127. The court stated that an injury is compensable if ‘‘it arises from the cumulative 
effect of a series of micro-trauma or exertion episodes rather than from one particular 
event.’’ 766 P.2d at 1374. 

128. See supra note 32. 

129. Id. 

130. See supra notes 32 and 63-72 and accompanying text. 
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claimants legitimately injured because of work-related stress solely 
because of causation problems, however, is inherently unfair. It is 
logically inconsistent to recognize that a mental stimulus can cause a 
physical illness, and yet deny compensation to individuals subject to 
that same stimulus simply because they are injured mentally rather 
than physically. The effects of mental-mental injuries can be just as 
debilitating as the effects of any other type of injury. Accordingly, 
causation should be determined as a matter of fact rather than as a 
matter of law. To prevent fraud, courts should develop, as some have, 
tests that reduce the chances of claimants recovering on unmerited 
claims. The unusual stress test, requiring an unusual mental stimulus 
as a prerequisite to recovery for mental injury, is but one example of 
standards courts could develop to reduce the probability of fraudulent 
claims. These standards fully apply to stress-related injuries suffered 
by college and university professors. 


Keith N. Hasty* 
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CASE COMMENT 


Brown v. Trustees of Boston 
University: The Realization of Title 
VII’s Legislative Intent 


INTRODUCTION 


Academic tenure provokes much discussion in higher education. In 
the past, a professor likely would not challenge a university’s’ decision 
not to award tenure. Increasingly, however, faculty members view 
tenure as their right. Universities now struggle to maintain an absolute 
right to offer, or not to offer, a life-long position to professors. 

Traditionally, tenure-committee decisions were protected by judicial 
deference to academic freedom and to the unique knowledge necessary 
to render the decisions. Prior to 1972, the mandates of Title VII of the 
Civil Rights Act of 1964 did not pertain to academic institutions. In 
1972, however, Congress removed the exemption that excluded tenure 
decisions from coverage under Title VII.? Although the amendment to 
Title VII empowered courts to address tenure disputes and to award 
tenure as a make-whole remedy, judicial decisions from 1972 to 1989 
reflect a slow progression from noninvolvement to active participation. 
In fact, early court decisions gave universities unfettered discretion to 
award or deny tenure despite the statutory mandate to review tenure 





1. For purposes of this Comment, colleges and universities, both public and private, 
have been treated without distinction, since all are covered by Title VII. See Pub. L. No. 
88-352, §§ 701-716, 78 Stat. 241, 253-66 (1982) (codified as amended at 42 U.S.C. §§ 
2000e to 2000e-17. 

2. Pub. L. No. 88-352, §§ 701-716, 78 Stat. 241, 253-66 (1982) (codified as amended 
at 42 U.S.C. §§ 2000e to 2000e-17 [hereinafter Title VII}. 

The legislative intent to eliminate discrimination in education is evident from 

a House report: 


There is nothing in the legislative background of Title VII nor does any national 
policy suggest itself to support the exemption of these educational institution 
employees—primarily teachers—from Title VII coverage. Discrimination against 
minorities and women in the field of education is as pervasive as discrimination 
in any other field of employment . . . The committee feels that discrimination 
in educational institutions is especially critical. The committee can not imagine 
a more sensitive area than educational institutions where the Nation’s youth 
are exposed to a multitude of ideas that will strongly influence their future 
[sic] development. 

H.R. Rep. No. 238, 92d Cong., 2d Sess., reprinted in 1972 U.S. Cong Conc. & ADMIN. 

News 2137, 2154-55. 
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decisions if discrimination existed.* Courts irtervened only in cases 
involving obvious irregularities in the tenure process. Even after ad- 
dressing a candidate’s substantive qualifications, courts usually de- 
clined to award tenure because it was an extreme remedy. 

Brown v. Trustees of Boston University* demonstrates the First Cir- 
cuit’s determination that the courtroom is a proper arena for tenure 
disputes. The court abandoned traditional deference and concentrated 
instead on Brown’s qualifications. Rather than finding that Brown 
should receive tenure because she was discriminated against, the court 
found that she was qualified to receive tenure, and would have, but 
for the discrimination.® 

This Case Comment examines the First Circuit’s reasoning in Brown, 
distinguishing this case’s substantive analysis from the procedural focus 
found in earlier decisions. Part I reviews the facts of Brown and presents 
the holding. Part II examines the progression from a noninterventionist 
approach to the more active Brown approach. Part III examines the 
Brown court’s substantive analysis. The Conclusion assesses the impact 
of Brown on sex-discrimination litigation under Title VII and projects 
that this case sets a standard for judicial intervention in an area formerly 
considered beyond the reach of the law. 


I. THE FACTs OF BROWN 


Julia Prewitt Brown (Brown), an Assistant Professor of English liter- 
ature at Boston University, was reviewed for tenure during the 1979- 
80 academic year.* The University required tenure candidates to dem- 
onstrate excellence in two of the following three categories: scholarship, 
teaching, and service to the University.” To demonstrate her qualifica- 
tions, Brown prepared a list of her accomplishments. Under the category 
of scholarship, Brown included a book she had published, three book 
reviews or review essays and a proposed book about Oscar Wilde.*® 





3. See, e.g., Faro v. New York Univ., 502 F.2d 1229 (2d Cir. 1974). 

4. 891 F.2d 337 (ist Cir. 1989), cert. denied, 110 S.Ct. 3217 (1990). 

5. Id. at 354. 

6. Id. at 340-41. As a tenure-track professor, the University required her to teach 
for six years before becoming eligible for tenure. The collective-bargaining agreement 
between the Boston University Chapter of the American Association of University Pro- 
fessors and Boston University governed the review process. The process lasted an entire 
academic year, progressing through a series of committees, and culminating in a review 
by the President of the University. The President would make a recommendation regarding 
tenure to the Trustees, and the Trustees’ decision would be final. Id. at 341. 

7. Id. at 340. 

8. Id. at 341. Brown’s book, JANE AUSTEN’s NOVELS: SOCIAL CHANGE AND LITERARY 
Form, a revision of her Ph.D. dissertation, had been published by Harvard University 
Press. In addition to the book, Brown included a letter from Harvard University Press, 
concerning a second printing of the book. Included as ‘‘work in progress,’ Brown listed 
a proposed book about Oscar Wilde. During the 1979-80 academic year, Brown received 
a $16,000 Mellon grant to research and write the book and to teach at Harvard University. 
Id. 
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Under teaching, Brown listed the courses she taught at the University, 
including two that she had developed,® and the time she spent advising 
15-20 undergraduate students in composing their class schedules. As 
service to the University, Brown noted her assistance in editing the 
‘Partisan Review’’ for 1979-80 and her membership on various Uni- 
versity committees.’° 

Brown’s tenure file successfully made its way through two review 
committees.1? The second committee sent its report to the Dean of the 
College of Liberal Arts. The Dean met with Brown and gave her the 
opportunity to respond to criticism regarding the historical scholarship 
of her book.*? He also questioned the amount of time Brown spent 
advising students. After this meeting, the Dean recommended promo- 
tion and tenure; his report, however, contained reservations not con- 
veyed to Brown.*® 

In spite of the Dean’s reservations, a third committee voted in favor 
of granting Brown tenure. Acting upon the Assistant Provost’s rec- 
ommendation, the Provost recommended to the President of the Uni- 
versity that Brown’s tenure decision be delayed for three years pending 
the completion of her book on Oscar Wilde.** The extension, however, 
required the agreement of Brown and all three intermediate committees; 
all refused to alter their previous positions.** The President, acting 
upon the Provost’s advice, recommended to the Trustees that tenure be 


denied and the Trustees subsequently denied Brown tenure.” 





9. Id. Brown developed two courses while at the University, ‘‘Fiction and National 
Character,’’ and ‘‘Freud and the Victorian Novel.”’ 

10. Id. at 341. 

11. Id. Brown’s tenure file was first examined by a committee comprised of all of 
the tenured professors in the English department. The department committee voted 22- 
0 in favor of promoting Brown to associate professor with tenure. In making its recom- 
mendation, the committee praised Brown’s scholarship and her book on Jane Austen. Id. 

The Appointments, Promotions and Tenure Committee (APT) of the College of Liberal 
Arts reviewed Brown’s file next. The APT also unanimously recommended tenure, 
describing Brown as a ‘‘first rank . . . scholar.” Id. 

12. Id. An outside scholar in Brown’s field had expressed in a letter to the dean 
some misgivings regarding the ‘‘historical scholarship’ of Brown’s book, JANE AUSTEN’S 
NOovELs: SOCIAL CHANGE AND LITERARY Form. Id. 

13. In his report, the Dean suggested that an outside historian review the historical 
scholarship of Brown’s book. If the criticisms proved valid, the dean recommended that 
Brown be granted a three-year extension of her probationary period so that her work on 
Oscar Wilde could be evaluated. He also voiced concern about the amount of time Brown 
spent advising students. The Dean sent a letter to Brown informing her that he had 
recommended her for tenure, but the letter failed to mention his reservations or the 
suggested three-year extension. Brown sent the Dean a letter explaining that she main- 
tained weekly office hours in addition to the time spent advising students. She also 
noted that her book had been nominated by Harvard University Press for the James 
Russell Lowell Award, sponsored by the Modern Language Association. Id. at 341-42. 

14. Id. at 342. A university-wide Appointments, Promotions, and Tenure Committee 
voted 9-2 to recommend tenure and promotion. Id. 

15. Id. 

16. Id. 

17. Id. 





554 JOURNAL OF COLLEGE AND UNIVERSITY LAW [Vol. 17, No. 4 


After Brown received notice of the University’s decision, she filed 
suit, alleging that the University had violated its collective-bargaining 
agreement by discriminating against her on the basis of sex. The trial 
court found that the University had denied Brown tenure because of 
her sex and awarded her $200,000 for breach of the collective-bargaining 
agreement and $15,000 for emotional distress.** In addition, the trial 
court ordered the University to promote Brown to the position of 
associate professor with tenure.’*® The University appealed the tenure 
award, alleging that it impermissibly intruded into its academic deci- 
sion-making and administrative operations. 

In affirming the trial court’s tenure order, the First Circuit Court of 
Appeals recegnized that one of the chief goals of Title VII is to provide 
‘the most complete relief possible for victims of discriminatory em- 
ployment decisions,’ The court construed the legislative intent of 
Title VII as a justification to uphold the district court’s tenure award. 
Citing a congressional report,?' academic discourse,?? and a United 
States Supreme Court decision,”* the court concluded that Title VII 
mandated any remedy necessary to place the plaintiff in the position 
the plaintiff would have occupied absent discrimination.2* The court 
concluded that ‘‘to deny tenure because of the intrusiveness of the 
remedy and because of the University’s interest in making its own 
tenure decisions would frustrate Title VII’s purpose... .’’5 


Il. TREATMENT OF UNIVERSITY TENURE 
DECISIONS IN TITLE VII CASES BEFORE BROWN 


The Brown Court broke new ground by conducting a more intense 
analysis of the tenure process than any predecessor court. While the 
First Circuit acknowledged the University’s need for academic freedom, 
the court also recognized the need for an appropriate remedy if dis- 
crimination occurred in the tenure process. Despite the clear legislative 





18. Id. Brown alleged that the University’s action violated Title VII and the Massa- 
chusetts anti-discrimination statute (Mass. GEN. L. ch. 151B § 4 (1989)). At trial, Brown 
compared her qualifications, including her published works, with those of men who had 
been granted tenure in the English department and other fields. She introduced as 
evidence the tenure files of the other tenure candidates. Witnesses offered at trial included 
several Boston University professors who had participated in her tenure review as well 
as the review of others during this period. The thrust of her evidence was that her work 
had been subjected to a stricter standard than that of her male peers. Id. at 344. 

19. Id. at 345. 

20. Id. at 360 (citing Albemarle Paper Co. v. Moody, 422 U.S. 405, 421, 95 S. Ct. 
2362, 2373 (1975)). 

21. H.R. Rep. No. 238, 92d Cong., 2d Sess., reprinted in 1972 U.S. Cong Conc. & 
ADMIN. NEws 2137, 2154-55. 

22. Note, Tenure and Partnership as Title VII Remedies, 94 Harv. L. REv. 457, 474 
& n.104 (1980). 

23. Albemarle, 422 U.S. at 421, 95 S. Ct. at 2373. 

24. 891 F.2d at 360. 

25. Id. 
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intent of Title VII, which affords employees in an academic environment 
the same protection afforded other professions, a university’s assertion 
of academic freedom proved to be a barrier in pre-Brown cases. Courts 
first adopted a ‘‘hands-off’’ approach, then moved to an analysis of the 
procedures of the tenure review. Finally, in a transitional phase, the 
courts began a more substantive approach, analyzing a tenure candi- 
date’s professional qualifications. 


A. Hands-Off Approach 


Although the 1972 amendments to Title VII brought academic insti- 
tutions within the purview of the statute’s regulations, courts initially 
felt unqualified to question university decisions concerning academic 
personnel. Many Title VII plaintiffs encountered judges who considered 
universities more qualified than courts to assess a tenure candidate’s 
qualifications. ‘‘It is the business of a university to provide that atmos- 
phere which is most conducive to speculation, experiment and creation. 
It is an atmosphere in which there prevail ‘the four essential freedoms’ 
of a university—to determine for itself on academic grounds who may 
teach, what may be taught, how it shall be taught, and who may be 
admitted to study.’’?6 

Most courts deferred to the university’s academic freedom taking an 
anti-interventionist, hands-off approach to sex-discrimination actions.”’ 
Faro v. New York University,?* one of the first cases decided after the 
1972 amendments to Title VII, illustrates this unwillingness to inter- 
vene. ‘‘Of all fields . . . which federal courts should hesitate to invade 
and take over, education and faculty appointments at a university level 
are probably the least suited to federal court supervision.’’?° 

Courts repeatedly stated that tenure decisions should be left to those 
qualified to make the decisions.*° ‘‘[T]enure decisions normally involve 
difficult qualitative judgments. . . . These considerations have induced 
reluctance in the courts to override faculty appointments and tenure 
decisions, absent [blatant] impermissible discrimination by the univer- 


sity...’ 





26. Sweezy v. New Hampshire, 354 U.S. 234, 263, 77 S. Ct. 1203, 1218 (1957) 
(quoting a statement of a conference of senior scholars from the University of Cape Town 
and the University of the Witwatersrand). 

27. See, e.g., Faro v. New York Univ., 502 F.2d 1229 (2d Cir. 1974). 

28. Id. 

29. Id. at 1231-32. 

30. See, e.g., Johnson v. University of Pittsburgh, 435 F. Supp. 1328, 1357 (W.D. 
Pa. 1977)(despite plaintiff’s making out a prima facie case, defendants proved justification 
based upon the ineffectiveness of plaintiff's teaching and irrelevant research. The court 
found no pretext in the defendants’ actions); Faro v. New York Univ., 502 F.2d 1229, 
1231-32 (2d Cir. 1974). 

31. Huang v. College of Holy Cross, 436 F. Supp. 639 (D. Mass. 1977)(although the 
defendants had considered materials in addition to those traditionally presented to the 
tenure committee, the court would merely require the university to articulate legitimate, 
nondiscriminatory reasons for not granting tenure). 
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Later opinions reflect a growing frustration with the effect that such 
deference had upon Title VII’s power to make plaintiffs whole. One 
court stated that the proper role of the judiciary in Title VII cases was 
‘‘steering a careful course between excessive intervention in the affairs 
of the university and the unwarranted tolerance of unlawful behavior. 
Faro does not, and was never intended to, indicate that academic 
freedom embraces the freedom to discriminate.’’?? The dilemma between 
academic deference and Title VII violations remained unresolved until 
judges developed a procedural analysis. 


B. Procedural Analysis 


Realizing the inadequacy of the hands-off approach, courts searched 
for a means to grant Title VII plaintiffs relief without substituting the 
court’s judgment for that of the academic evaluators. Although univer- 
sities’ assertions of academic freedom still restricted the courts’ involve- 
ment in the tenure-review process, if procedural irregularity occurred 
along with sex discrimination, the courts found it difficult to defer to 
academic freedom and to ignore the plaintiff's claims. Some courts 
began to award tenure as a remedy; however, thse early discrimination 
cases still focused on the procedural aspects of the tenure process, and 
not the substantive qualifications of the professor bringing the sex- 
discrimination suit.** 

Analyzing procedural irregularities in the tenure process provided a 
means of addressing wrongful denial of tenure without involving courts 
in an evaluation of the plaintiff’s qualifications for tenure. In Kunda v. 
Muhlenberg College,** one of the first sex-discrimination actions result- 
ing in a conditional tenure order,** the Court of Appeals for the Third 





32. Powell v. Syracuse Univ., 580 F.2d 1150, 1154 (2d Cir. 1978), cert. denied, 439 
U.S. 984, 99 S. Ct. 576 (1978). The court in Powell recognized that courts cited Faro 
‘for the broad proposition that courts should exercise minimal scrutiny of college and 
university employment practices,’’ and stated: 

This anti-interventionist policy has rendered colleges and universities virtually 
immune to charges of employment bias, at least when bias is not expressed 
overtly. We fear . . . that the common-sense position we took in Faro... has 
been pressed beyond all reasonable limits, and may be employed to undercut 
the explicit legislative intent of the Civil Rights Act of 1964. In affirming here, 
we do not rely on any such policy of self-abnegation where colleges are 
concerned. 
Id. at 1153. 

Many commentators have noted that while the court in Powell affirmed the lower 
court’s decision that the plaintiff had failed to show sex discrimination, it also reassessed 
the “hands-off” position taken in Faro. Oakley, Sex Discrimination in Higher Education: 
Does Title VII Work?, 53 Ga. St. U.L. Rev. 53 (1988). 

33. See Kunda v. Muhlenberg College, 621 F.2d 532 (3d Cir. 1980); Powell v. Syracuse 
Univ., 580 F.2d 1150 (2d Cir. 1980); Johnson v. University of Pittsburgh, 435 F. Supp 
1329 (W.D. Pa. 1977). 

34. 621 F.2d 532 (3d Cir. 1980). 

35. Kunda was one of the first successful discrimination actions. In Kunda, the Third 
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Circuit found procedural irregularities in the consideration of the plain- 
tiff’s promotion and tenure evaluation.** Citing these procedural irreg- 
ularities, the court ordered the institution to grant the plaintiff tenure. 
‘The court, ‘loathe to act as a super-tenure review committee,’ noted 
that it was the virtually unanimous opinion of those in a position to 
examine Mrs. Kunda’s performance most closely, the Muhlenberg Col- 
lege faculty, that plaintiff was highly qualified for both promotion and 
tenure.’’?? The Third Circuit emphasized that it was not usurping the 
power of the tenure committee, but merely granting the position Kunda 
had been wrongly denied.** 

The First Circuit, in Sweeney v. Board of Trustees of Keene State 
College,** also rejected unquestioning deference to university discretion. 
The court, affirming the lower court’s ruling, granted Sweeney her 
promotion and advocated greater activism on the part of the judicial 
system: 


[We] voice misgivings over one theme recurrent in those opinions: 
the notion that courts should keep ‘‘hands off’’ the salary, pro- 
motion, and hiring decisions of colleges and universities . . . [We] 





Circuit awarded a female physical-education instructor reinstatement; back pay from the 
date of termination, less the amount earned in the interim; promotion to the rank of 
assistant professor; the opportunity to complete a master’s degree within two years; and 
tenure upon the successful completion of the masters degree. 621 F.2d at 535. 

36. The blatant procedural irregularities in the assessment of the plaintiff’s qualifi- 
cations in Kunda were the key to the court’s decision. In this case, while the dean of 
the school generally did not attend meetings at which tenure candidates’ qualifications 
were assessed, he did attend the meeting to speak against Kunda’s candidacy. The dean 
also failed to forward Kunda’s recommendations to the Faculty Personnel and Policies 
Committee and Kunda was not advised, as other candidates had been, that a master’s 
degree was necessary for promotion. Id. at 540. 

37. Id. at 540. 

38. In issuing its opinion in Kunda, the Third Circuit stated that the lower court’s 
order could not be construed as a judicial grant of tenure. 

Underlying the [lower] court’s order was its finding of fact that ‘‘[hJad Mrs. 
Kunda been counselled in the same manner as male members of the Physical 
Education Department, we find that she would have done everything possible 
to obtain a master’s degree in order to further enhance her chances of obtaining 
tenure.’’ The court did not award tenure. The court instead attempted to place 
plaintiff in the position she would have beer: ‘‘but for’’ the unlawful discrim- 
ination. Having found she was denied tenure because she did not have a 
terminal degree, the court gave her the opportunity to secure one within two 
full school years, the period between the time she should have been counselled 
in 1972 and the tenure decision in 1974. 
Kunda, 621 F.2d at 549. 

39. 569 F.2d 169 (1st Cir. 1978), vacated and remanded on other grounds, 439 U.S. 
24, 99 S. Ct. 295 (1978). Dr. Christine Sweeney became a member of the Department of 
Education at Keene State College in 1969. In her efforts to achieve promotion to the rank 
of full professor she failed twice. She finally succeeded in 1976, but attributed her earlier 


failures to sexual bias. In her suit against the college she sought to backdate her promotion 
to the date of her first attempt. 
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caution against permitting judicial deference to result in judicial 
abdication of a responsibility entrusted to courts by Congress.“ 


While the Kunda and Sweeney courts took giant steps toward real- 
izing the goal of a Title VII remedy, namely to make the plaintiff whole, 
courts were quick to point out that they must not substitute their 
judgment for that of the institution with respect to professors’ qualifi- 
cations.*’ It became increasingly evident that courts could grant relief 
only to plaintiffs whose tenure-review processes contained egregious 
procedural irregularities. As long as universities adhered to facially 
nondiscriminatory practices, courts would not grant relief for the un- 
derlying substantive discrimination. 


C. Transitional Phase 


The decisions following Kunda demonstrated a mixture of many types 
of analyses. The non-interventionist attitude of the early cases resur- 
faced.*? At the same time, other courts demonstrated a greater willing- 
ness to analyze procedural defects in determining tenure.** In rarer 
cases, a reluctant step toward substantive analysis became evident.“ 
Thus, progress and regression sandwiched the courts’ move toward a 
substantive analysis. 

In departing from a purely procedural analysis of disparate treatment, 
some courts turned to a disparate-impact test. Courts remained reluctant 
to criticize a university’s criteria for selecting a candidate, and, there- 
fore, it was very difficult for a plaintiff to meet the burden of proof. 
While courts professed an intent to analyze a candidate’s credentials, 
the courts’ deference to universities delayed the announced substantive 
analysis.* 





40. Sweeney, 569 F.2d at 176. See also Yurko, Judicial Recognition of Academic 
Collective Interests: A New Approach to Faculty Title VII Litigation, 60 B.U.L. Rev. 473, 
498 (1980). 

41. In emphasizing that Kunda was not being awarded tenure the court also stated 
that the remedy fashioned in this case was an attempt to place the plaintiff in the 
position she would have been in ‘‘but for’’ the unlawful discrimination. Muhlenberg 
College denied tenure to Kunda because she did not possess the required degree. In 
giving her the opportunity to secure the degree, the court tried to adhere to the purpose 
of Title VII remedies: to make the person whole. justice Garth, however, in his concur- 
rence and dissent, stated that the only appropriate course of action was to permit Kunda 
to obtain the degree and then permit Muhlenberg to make the tenure decision. Id. at 555 
(Garth, J., concurring). 

42. See, e.g., Hooker v. Tufts, 581 F. Supp. 104 (D. Mass. 1983). 

43. See, e.g., Goulianos v. Rampapo College, 41 Fair Empl. Prac. Cas. (BNA) 329 
(D.N.J. July 8, 1986). 

44. See, e.g., Zahorik v. Cornell Univ., 729 F.2d 85 (2d Cir. 1984). 

45. See Hooker v. Tufts, 581 F. Supp. 104 (D. Mass. 1983). The plaintiff tried to 
establish that the university had used a seemingly neutral practice that differed from that 
applied in other candidates’ cases. The court listed its criteria for tenure cases, which 
required that the plaintiff ‘‘was a candidate for tenure and was qualified under the 
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Even when a court entertained a substantive analysis based on dis- 
parate-impact statistics, the deliberation reflected the court’s recognition 
of a dilemma, but still merely pointed out the difficulties inherent in 
such a cause of action.*® One commentator noted that, ‘‘this approach 
to reviewing the university’s tenure decisions [is] one which neither 
accords wholesale deference to the university nor impermissibly in- 
truded [sic] into its affairs.’’*7 While acknowledging Title VII’s power 
to eliminate discrimination and make the plaintiff whole, courts con- 
tinued to avoid tenure as a remedy. 

In addition to admitting statistics on disparate impact, most courts, 
in assessing entitlement to tenure, also started to analyze the materials 
available to tenure candidates. In Goulianos v. Rampapo College, the 
district court found evidence of unequal treatment when comparing the 
plaintiff to her colleagues. This 1986 decision might have resulted in 
the court’s awarding tenure as an equitable remedy; because the plaintiff 
turned down reinstatement to her former position, however, the court 
did not enforce such an extreme remedy.“ Despite their failure to grant 
a make-whole remedy, the courts came closer to fulfilling the legislative 
intent underlying Title VII. The emerging focus on substance rather 





institution’s standards, practices or customs.” Id. at 112. Although the court stated it 


would ‘‘scrutinize defendants’ evaluation in order to ascertain whether it was both 
procedurally fair and substantively reasonable,’ it did not. Without evaluating the 
plaintiff’s qualifications, the court in Hooker reverted to the hands-off doctrine, stating 
that it was ‘‘clearly bound to accord the university decisionmakers certain deference . . . 
[t]hat is to say, it is neither appropriate nor necessary for me to make an independent 
academic evaluation of the plaintiff.’’ Id. (citing Sweeney v. Board of Trustees of Keene 
State College, 569 F.2d 169, 176 (1st Cir. 1978) vacated and remanded on other grounds, 
439 U.S. 24, 99 S. Ct. 295 (1978)). 

46. In Zahorik v. Cornell Univ., 729 F.2d 85 (2d Cir. 1984), four female assistant 
professors brought a.Title VII action against their employer for sexual discrimination. 
The court’s deliberation demonstrates the difficulty a plaintiff has even if the court will 
entertain a substantive analysis based on statistics. The court faced these difficulties by 
stating: 

The context and nature of tenure decisions rarely benefit Title VII plaintiffs 
seeking to prove that a particular tenure decision was influenced by sex or 
race. No tenure candidate is without blemishes and a resort to illegitimate 
considerations can be hidden in the weighing of the numerous factors which 
are relevant to a tenure decision. Because of the decentralized nature of the 
decision-making process, comparisons which might tend to show unlawful 
discrimination are hard to come by. 
Id. at 93. 

47. Kluger, Sex Discrimination in the Tenure System at American Colleges and 
Universities: the Judicial Response, 15 J. oF L. & Epuc. 319, 330 (1986). 

48. 41 Fair Empl. Prac. Cas. (BNA) 329 (D.N.J. July 8, 1986). The college denied the 
plaintiff tenure because she did not meet the requirements of contribution to college and 
community. The court found that the plaintiff had established a prima facie case of sex 
discrimination but denied injunctive relief. 

49. Id. at 331. The court allowed witnesses to testify about the plaintiff's qualifica- 
tions. The court found that discrimination existed and that ‘‘but for’’ her sex, she would 
have been awarded tenure. 
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than procedure laid the foundation for the stance the court took in 
Brown. 


Ill. THE BROWN SUBSTANTIVE ANALYSIS 


In deciding Brown, the First Circuit recognized that Title VII empow- 
ered courts to analyze the merit of a candidate’s qualifications if a 
university would have granted tenure but for discrimination. The Brown 
court, furthermore, recognized the granting of tenure as the only ap- 
propriate remedy under Title VII if a plaintiff proved that discrimination 
resulted in a denial of tenure. 

In affirming the district court’s tenure award, the First Circuit bal- 
anced the University’s right to academic freedom against Brown’s right 
to a job environment free from discrimination. The court’s conclusions 
limited the academic-freedom barrier that had previously stood between 
successful discrimination plaintiffs and tenure.*° While still paying lip- 
service to academic freedom and agreeing that courts should be ‘‘ex- 
tremely wary of intruding into the world of university tenure deci- 
sions,’’*’ the court added that ‘‘the University’s prerogative to make 
tenure decisions must be subordinated to the goals embodied in Title 
VII.’ The court rejected the University’s argument that an award of 
tenure would infringe on the first-amendment right to determine who 
may teach, stating that ‘‘[wJe will respect universities’ judgment only 
so long as they do not discriminate.’’* 

The University argued that the special needs of an academic insti- 
tution required less intrusive, alternative remedies. Some amici sug- 
gested either reinstatement for a three-year probationary period or that 
Brown be subjected to a non-discriminatory tenure assessment,** but 





50. The change in courts’ attitudes concerning tenure discrimination cases from Faro 
in 1974 to Brown in 1989 is astonishing. In Faro the court seems almost hostile to Dr. 
Faro’s position: ‘‘Dr. Faro, in effect, envisions herself as a modern Jeanne d’Arc fighting 
for the rights of embattled womanhood on an academic battlefield, facing a solid phalanx 
of man and male faculty prejudice.’’ 502 F.2d at 1231. In Brown, on the other hand, the 
First Circuit was confident in weighing the evidence and took steps to ensure that Dr. 
Brown was awarded the proper remedy under Title VII. 

51. 891 F.2d at 359 (quoting Kumar v. Board of Trustees, 774 F.2d 1, 12 (1st Cir. 
1985)). 

52. Id. In concluding that tenure was an appropriate award the Brown court stated: 

The conclusion that tenure is an appropriate Title VII remedy is born out of 
the statute’s legislative history. In 1972, Congress both amended the remedial 
portion of Title VII, granting courts broad discretion to fashion ‘make whole’ 
remedies, and removed the then-existing Title VII exemptions for educational 
institutions. 

Id. at 360. 

53. Id. 

54. Id. at 360. Syracuse University, the American Council on Education, Massachu- 
setts Institute of Technology, the President and Trustees of Williams College, Boston 
College, Tufts University, Suffolk University, and Adelphi College all submitted amicus 
curiae briefs advancing these ‘‘less intrusive’ suggestions. 
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the court found no reason to deny ‘‘make whole’’ relief in this instance 
and advanced various reasons for which the alternatives were inade- 
quate. First, providing a non-discriminatory tenure-review process eight 
years after the fact would be highly impracticable.** Second, offering 
Brown an extension would fall short of making her whole. ‘‘According 
to the jury’s verdict, she was offered the three-year extension because 
of discrimination. The jury found that ‘but for’ sex discrimination, 
Brown would immediately have been granted tenure. Awarding her 
tenure is the only way to provide her the most complete relief possi- 
ble.’’56 

The First Circuit launched into an elaborate review of Brown’s qual- 
ifications. Not only did the court address the dispute over the number 
of works published by Brown, they examined the quality of Brown’s 
teaching and the works she had published.*” The court reviewed the 
testimony of other professors in the English department, comparing 
Brown’s qualifications with those of other faculty members considered 
for tenure.** The First Circuit also went so far as to examine Brown’s 
book reviews and comment on the prestige of the publisher of one of 
her works.*° 

In Brown, the First Circuit stepped into its decision confident that it 
had the power and the ability to undertake such a review of a professor’s 
qualifications and grant an appropriate remedy. Although courts awarded 
tenure in sex-discrimination cases preceding Brown, the focus of the 
Brown court’s analysis represented a significant break from the hands- 
off approach and the procedural analysis of past decisions. Thus, the 
decision in Brown marks the beginning of a trend in Title VII discrim- 
ination cases. 

Approximately six months after the First Circuit decided Brown, the 
United States District Court for New Jersey in Bennun v. Rutgers, The 
State University of New Jersey followed the Brown lead. The court in 
Bennun, while acknowledging a university’s right to select and promote 
faculty, also recognized the need for judicial intervention when dis- 





55. Id. 

56. Id. (citing Albemarle Paper Co. v. Moody, 422 U.S. 405, 421, 95 S. Ct. 2362, 
2373 (1975)). 

57. Id. at 347. 

58. Id. at 344. 

59. Id. at 347. 

60. 737 F. Supp. 1393 (D.N.J. 1990). In Bennun, a Hispanic associate professor 
brought a discrimination action against Rutgers University under Title VII after he was 
denied a promotion to full professor. In granting Bennun retroactive promotion and 
enjoining the defendant from engaging in any further discrimination against Bennun, the 
court reviewed the promotion packets of Bennun and those of similar individuals who 
were promoted to establish whether the plaintiff had proven his case of disparate 
treatment. The court also reviewed Bennun’s curriculum vitae, as well as his peer-review 
letters. Reviewing the curriculum vitae involved the consideration of publications, lec- 
tures, and presentations. 
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crimination is present.** Jew v. University of Iowa followed Brown 
and Bennun in concluding that academic freedom presented no barrier 
to granting a victim of sexual discrimination retroactive promotion and 
back pay. Brown, Bennun and Jew show the courts’ increasing will- 
ingness to examine the merits of the university’s tenure-review process 
and the plaintiff’s qualifications, and to determine whether the review 
process was equitably applied to the plaintiff. 


CONCLUSION 


The First Circuit’s decision in Brown will have a significant impact 
on Title VII litigation. Courts may follow the lead of the First Circuit 
and evaluate a professor’s scholastic achievements, as well as the tenure 
process, granting tenure where appropriate. While an award of tenure 
may seem extraordinary and extreme in some cases, it may provide the 
only remedy which recognizes the legislative purpose of Title VII, to 
make the plaintiff whole. 

In the short time following Brown any apprehension that granting 
tenure in a Title VII action would produce a deluge of litigation cannot 
be substantiated. It is a severe step to bring a Title VII discrimination 
action against an employer. Following Brown and Bennun a plaintiff 
may have a greater chance of receiving tenure;* many plaintiffs, how- 
ever, may be wary of being ostracized upon returning to work. Still, 
decisions such as Brown and Bennun may produce clearer standards 
for determining whether discrimination infected the tenure process. 

Early commentators recognized that tenure is an extraordinary remedy 
and that many problems might develop if the courts routinely grant 
tenure in the university setting.“ Indeed, Brown may effect a radical 
change in the traditional tenure system. If universities feel that courts 
are now willing to step into the tenure-decision process, destroying the 
university’s autonomy and the elitism of tenure, the university may see 





61. In Bennun, the district court granted a Hispanic associate professor retroactive 
promotion and enjoined the university from any further discrimination against Bennun. 

62. 749 F. Supp. 946 (S.D. Iowa 1990). 

63. Id. at 962. 

64. See also Hopkins v. Price Waterhouse, 55 Empl. Prac. Dec. (CCH) { 40,413 (D.C. 
Cir. December 4, 1990). ‘‘We would directly subvert what Congress intended in the 1972 
amendments if we were to hold that partnership could not be awarded to a person who 
was denied it because of unlawful discrimination.’ 

65. In 1980, many commentators did not see tenure as a feasible remedy in tenure- 
discrimination actions. One commentator stated: 

Judicial grants of tenure pose similar problems. As it represents a thirty or forty 
year commitment of continued employment, tenure is a most extraordinary 
remedy. The tenure decision is a gamble by the institution—a gamble that the 
faculty member will continue to be productive at the level sought by the 
institution after his employment security is assured. Should the courts undertake 
to roll the dice for the academic institution when the stakes are so high? 
Yurko, Judicial Recognition of Academic Collective Interests: A New Approach to Faculty 
Title VII Litigation, 60 B.U.L. Rev. 473, 538 (1980). 
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no reason to maintain such a system. On the other hand, Brown may 
improve the tenure process at many institutions. 

Tenure evaluations may change. Recent Title VII decisions have held 
that peer-review material is no longer privileged and may be reviewed 
by the court in assessing discrimination in the tenure process. Col- 
leagues and administrators may become cautious in preparing evalua- 
tions for fear that they will be used to bolster the plaintiff’s discrimination 
case and harm the university. 

During the seventeen years between the 1972 amendments to Title 
Vil and the decision in Brown, courts’ attitudes concerning judicial 
intervention in the tenure process have changed dramatically. Judicial 
decisions have moved from a ‘‘hands-off’’ approach to an exhaustive 
substantive investigation of a professor’s academic qualifications. The 
Brown court proceeded full force into the tenure-review process, con- 
fidently evaluated Brown’s academic qualifications as no predecessor 
court had, and constructed a remedy that fully realized the purpose of 
Title VII. Thus Brown, a watershed opinion in Title VII litigation, 
represents a significant break from the past. University counsel must 
reevaluate their institutions’ tenure policies to ensure that tenure de- 
cisions are nondiscriminatory, from both a procedural and substantive 
perspective. 


James E. Brammer®’ 
Dina L. Lallo® 
Sarah Ney® 





66. See University of Pa. v. EEOC, 110 S. Ct. 577 (1990) in which the EEOC sought 
to enforce a subpoena after the university declined to release confidential peer-review 
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law privilege protected peer-review materials from disclosure and the university's first- 
amendment right did not prevent the materials disclosure. 
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Book REVIEW 


Frank Carrington* 


COLLEGE CRIME PREVENTION AND PERSONAL SAFETY AWARENESS, by Max C. 
Bromley and Leonard Territo, Charles C. Thomas, Publisher, Spring- 
field, IL 1990, 120 pp. 


If timing is critical in the success of books, then Max Bromley and 
Leonard Territo came in right on the money. The publication of CoLLEGE 
CRIME PREVENTION AND PERSONAL SAFETY AWARENESS corresponded neatly 
with final efforts towards passage and Presidential signing of the Stu- 
dent Right-to-Know and Campus Security Act. This legislation requires 
that all colleges and universities receiving federal funds report annually 
to current students and employees (and to prospective students and 
employees upon request) the numbers of certain violent crimes together 
with information about the security operations in place to respond to 
crime problems. 

The passage of this bill culminated a four-year crusade by Connie 
and Howard Clery (not ‘‘Cleary’’ as spelled in the book), whose daugh- 
ter, Jeanne Ann, was brutally murdered at Lehigh University in April 
of 1986. The Clerys, in their often-uphill fight for the Act, and for 
campus security in general, focused national attention on the problems 
of campus crime and violence to an unprecedented extent. Thus, 
Bromley’s and Territo’s timing of publication could not have been 
better. 

Fortunately, the book does justice to the coincidence of its appearance 
at the crest of the campus security-awareness wave. It is authoritative, 
to the point, well-written and contains a wealth of knowledge for 
campus administrators and security professionals, as well as persons 
who are considering the problem, perhaps for the first time. 

The Clerys, in their crusade, focused much of their attention on the 
civil liability of colleges and universities for failure to provide adequate 
security. (They had sued Lehigh, and settled for an undisclosed pay- 
ment and the college’s promise drastically to enhance security.) Inter- 
estingly, the couple premised much of their activity on the proposition 
that the credible threat of civil liability was the single most effective 
means of encouraging campus administrators to become more security- 
conscious and, in some cases, to quit covering up and stonewalling in 
the face of rampant college crime. 





* LL.B., LL.M., Northwestern University; Legal Counsel, Security on Campus, Inc.; 
former Member, President Reagan’s Task Force on Victims of Crime; former Chairperson, 
Victims Committee, American Bar Association; co-author, ScHooL CRIME AND VIOLENCE: 
Victims’ Ricuts, Pepperdine Univ. Press, Malibu, Cal. (1986). 
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Bromley and Territo, as if on the same wavelength, hammer away at 
precisely the same point. Each time the authors dissect a given issue 
of security (or lack of it), they examine it in terms of potential liability. 
This theme is exemplified in a section which sets the tone for the 
whole book: 


Campus administrators are also faced with potential liability issues 
when serious crimes occur on their campuses. The college admin- 
istration and/or individual administrators may find themselves the 
target of third-party civil liability lawsuits. It is not unusual today 
for the victims of crimes or their families to assert that an insti- 
tution did not take adequate steps to ensure the appropriate levels 
of security and safety as part of the fulfillment of their educational 
contracts.’ 


If this kind of emphasis serves to convince recalcitrant administrators 
that it is in their own enlightened self-interest to prevent victimization— 
and, hence, to prevent liability—the book will be extraordinarily useful 
in the effort to protect the personal safety of those on college campuses. 
It not only tells readers how to prevent crime—locks, lighting, physical 
security, and so on—but, in addition, details the economic conse- 
quences of failing to provide adequate security. 


College and university counsel may face situations in which deci- 
sionmakers are more interested in new athletic facilities or academic 
space, rather than adequate lighting in a crime-ridden campus parking 
lot. This authoritative little volume may be an extremely useful tool 
for attorneys to use in convincing the academic and administrative 
powers-that-be to prevent future liability for failure-to-protect, failure- 
to-warn, failure-to-supervise, negligent-employment, and other types of 
crime-related civil actions. 
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